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Monetary Developments in Italy from the 


War Economy to Limited Convertibility 
(1935-1958) © 


A) From the building up of the war economy to the Armistice (Sep- 
tember 1943) 


1. It is now roughly a quarter of a century since banking 
activities and foreign exchange transactions in Italy were given a 
new institutional framework. In the case of banking this has 
remained almost intact down to the present day. In the case of 
foreign exchange transactions it represented the first move towards 
increasingly rigid controls, from which the wheel later circled back 
towards freedom. 

The new banking arrangements adopted between 1931 and 1936 
were aimed at meeting the liquidity crisis caused by the world 
deflation of 1929-1933, and at henceforth confining the lending 
activities of banks to short-term credits. 

Exchange control was introduced in late 1934 to deal with the 
weak foreign payments position, caused by general conditions abroad, 
by adverse capital movements (such as the purchase by the issuers 
and by other Italian investors of Italian securities issued abroad in 
previous years), and by the expenditures on supplies imported in 
preparation for the attack on Ethiopia which followed in October 
1935. It became one of the main tools in the mobilization of 
resources to which the Italian economy was subjected for a whole 


(*) The author has had the benefit of valuable comments on a preliminary draft, and 
of assistance towards collecting and organizing the material on which this article is based, 
from several friends and fellow research workers. He gratefully acknowledges a special debt 
to Dr. Vera Lutz, to Dr. Antonino Occhiuto, Dr. Luca Rosania and other members of the 
Research Department of the Bank of Italy, and also to Dr. Claudio Segré. 
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decade (October 1935 to April 1945) by virtue of almost continuous 
involvement in military activities of greater or lesser importance. 
Along with the ruin wrought by war, this control apparatus 
was inherited by the first democratic Governments of Italy. A 
recognition of its main pieces is required in order to follow the 


course of monetary events and policies during and after the Second 
World War. 


2. During the eight years between January 1935 and February 
1943, financial policy bore the mark of one man, Count Thaon di 
Revel, who throughout this period held the office of Minister of 
Finance. His challenging task was to devise a policy of con- 
trolling the inflationary pressure generated by military adventures 
in a structurally weak economy, which had already been put to a 
severe test by the choice in 1927, and the maintenance from 1928 
to 1936, of an overvalued parity rate (the lira being one of the 
gold block currencies). In conjunction with the world depression, 
overvaluation of the lira had made for a slowing down of capital 
replacements and of expansion in industry during the thirties. 

The Minister moved a two-fronted attack on the inflationary 
pressure which was present right from the beginning of his term 
of office and gathered strength as time passed. 

On the one hand, he strove to prevent the formation of excess 
demand, directly restricting income payments by restraining wage 
and price movements through the corporative system. Upon Italy’s 
entry into the war (June 1940) such controls were superseded by 
a general freeze. 

On the other hand, he sought to check the pressure of excess 
purchasing power against the available goods and services, valued 
at the prevailing price level, by a variety of measures. These included 
rationing, and attempts to curtail private investment and consump- 
tion expenditures (or the accumulation of inactive balances) by 
directing towards the Treasury — through taxation or forced invest- 
ment in Government securities — the abnormal profits of companies, 
the capital gains realized on securities or real estate, and other funds 
available for investment. 

In 1935 a special tax of 10% (later 20°/,) was imposed on the 
income from bearer securities; and when, in 1941, it was made 
compulsory to register shares in the name of the owner, the tax 
remained in effect for registered securities. The maximum per- 
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missible dividend was fixed in 1935 at 6%; and after a few years’ 
experimentation with a progressive tax on dividends the rate allowed 
was raised in 1940 to 7°. At the same time a new tax was intro- 
duced which practically blocked transfers of reserves to capital 
account by subjecting them to a rate of taxation amounting to 
confiscation. Excess profits due to war conditions became liable in 
1940 to progressive taxation at rates varying between 10 and 60%, 
while what was left had to be invested, starting in 1942, in Nine- 
Year 3% Treasury Bonds. 

In October 1936, the lira was realigned with the dollar at the 
1927 parity of 19 lire to the dollar, i.e. it was devalued by 41%. 
On that occasion, a loan was floated which owners of real estate 
were made to take up compulsorily. This group was further hit 
by an extraordinary tax designed to service the loan. Shortly 
afterwards (February 1937) the transfer to capital account and the 
distribution of revaluation profits due to the « alignment » of the 
lira were forbidden. 

On the occasion of the devaluation, an extraordinary 10°/, levy 
on the capital of incorporated businesses was also decreed. The 
levy was later (November 1938) extended to unincorporated busi- 
nesses at a rate of 7.59%. In 1939, finally, a general capital levy 
of 0.50°%% was imposed. 

Capital gains on real estate transactions — with prewar values 
as a reference — were taxed away to the extent of 60°% in 1940. 
One year later capital gains realized on security sales were made 
liable to a progressive tax which, in 1942, was converted into a 
proportional tax of 20%. 

The turnover tax on securities was raised on two occasions in 
1938 and 1941, and in the latter year it was supplemented by a 
surtax of 4°% (5° from 1942) on the value of the transaction. 

A governmental authorization was required for the incorpora- 
tion of new companies and for the issue of new shares and deben- 
tures after 1935; and in 1942 an obligation to invest in Nine-Year 
3% Treasury Bonds one fifth of the funds raised by new capital 
issues was imposed upon companies. At the same time the sub- 
scribers to new issues were required to invest in Treasury Bonds a 
sum equal to the purchase price of the securities bought. 


3. The policy which the measures just mentioned were designed 
to implement was characterized as one of the “circular flow of 
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finance funds” (circuito dei capitali). Besides enabling the Govern- 
ment to mop up private purchasing power for its own financing, 
it also purported to boost the morale of the country, by distributing 
equitably the burden of the war costs (1). However, the Government 
was unable to observe anything like financial orthodoxy, i.e. to 
keep its commitments within the limits set by tax revenues and 
the proceeds of long-term borrowing from the private sector. 
Liquid balances also rose, and were eventually drawn into the 
income circulation (2). 

The formation of the additional liquid balances was based on 
Government recourse to central bank credit on which were pyra- 
mided commercial bank investments in Government securities. To 
obtain access to the central bank, the Government used a backdoor 
rather than expose its policies in the open. The Government’s 
creditors were permitted to discount credits due under supply con- 
tracts or annual grants with the Syndicate for Advances on Indus- 
trial Securities (Consorzio sovvenzioni su valori industriali), an 
agency closely connected with the central bank which in turn stood 
ready to rediscount the relevant paper. 


4. As the war proceeded, the pattern of liquidity holdings 
gradually changed: there was a shift away from current accounts 
at the banks and from Treasury bills towards bank notes. While 
the trend was upward both for the currency circulation and for 
deposits, sudden conversions of deposits into notes took place in 
every crisis, i.e. in September 1938 (Munich), August-September 
1939, June 1940, September 1942 (air attacks), September 1943. 
Though these movements were generally reversed when the crisis 
was over, the long-term rate of expansion was higher for currency 
than for deposits. Among the factors making for this change, were 
the displacement of persons, the general feeling of uncertainty, the 
development of black market activities, and the rise in the income 
of the farmers relative to that of other groups (3). 


(1) P. THaon pr Reve, “ La finanza di guerra”, Rivista di scienze economiche, March 
1942. 
(2) Reference is here made to the model of money flows presented by F. W. Patsu, 
“ Open and Repressed Inflation”, The Economic Journal, September 1953. 
(3) About the impact of war scares and war loans on the development and the com- 
position of the money supply, see V. Azzorini, “I riflessi della guerra sui fenomeni della 
moneta ¢ del credito”, Rivista bancaria, February 1943. 
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In order to mop up liquidity, the Government made every year 
one or two big issues of Nine-Year Treasury Bonds, through a 
banking syndicate headed by the Bank of Italy. The syndicate 
provided temporary credit facilities for the subscribers, by bank 
advances with the newly issued bonds as collateral security, as has 
continued to be the practice up to the present time. The degree 
of success of these operations in the war years may be measured by 
comparing the proceeds of each issue with the liquidity holdings 
outstanding at the time of the issue (Table 1). 











TABLE 1 
WAR-TIME ISSUES OF TREASURY BONDS 
(billions of lire) 
Liquidity holdings (1) | Amount placed | 
---— | — __-— ——| 
| a 
Date of i | /o Of | 
aichealcaa Curr- | Current Treasury | * 7. 1 | billion total 
ency | accounts | Notes (2) | lire | liquidity | 
— 7 | |__| holdings 
| | | 
| 940: February... . 39-3 | 25-7 | 10-4 66.4 | 10.3 | 15.5 
| gq: February . . . . | 38.7 | 33.1 15-9 | 87.7 15.0 17.1 
September. . . . 47-3 | 403 | 192 | 106.8 20.5 19.2 
oe ee a ae | 24.4 132.9 | 24.4 18.4 
September. . . . 69.54; 49-8 | 25.0 144.3 | 17.8 12.3 
j one | | 
ee ae 102.9 | 65.6 | 20.8 | 189.3 11.6 6.1 | 
| | 








(1) At nearest recording date preceding issue. 
(2) Mainly at and not above one year maturity. Holdings by banks are excluded. 


Between February 1940 and September 1942, total liquid hold- 
ings increased from 66 to 144 billion lire, or by 68 billion, notwith- 
standing the draining away of 88 billion through the issue of 
Treasury Bonds. Since the highest ratios of the proceeds for the 
issues to the amount of liquid assets outstanding were attained in 
1942, it would appear that the inflationary element in the pattern 
of war finance did not grow in importance during the first two 
years of the war. In fact, the figures in Table 2 show that, accord- 
ing to this measure, the inflationary element was even smaller than 
it had been immediately preceding the war. A somewhat different 
picture emerges from a division between classes of lenders rather 
than between debt instruments. This division is also shown in 
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Table 2. According to this second criterion, the deterioration appears 
to have started in 1942. 

Under a regulation issued by the bank control authorities, in 
February 1943, the big banks were obliged to keep additional loans, 
other than those made for recognized war purposes, within one 
fourth of the increment in deposits: 


TABLE 2 


GOVERNMENT BORROWING BY TYPE OF DEBT AND CLASS OF LENDER 





of which 











Years Amcunt borrowed 3 : 
Aloati from the banking 
joating debt 
system (1) 
|\—- 
(billions of lire) (in % of total borrowing) 
1938 11.2 60.3 29.9 
1939 13-9 76.7 60.4 
1940 37-4 59-3 46.9 
1941 71.0 38.1 36.6 
1942 98.0 37-3 47-0 
| 1943 152.3 86.1 91.8 
1944-1945 | 572.0 76.0 76.9 


(1) Including Treasury currency. 


5- Down to the autumn of 1942, the inflationary effect of 
war-finance showed up in the accumulation of liquidity holdings 
rather than in increased spending. Controls on the volume of 
consumption and investment expenditures were applied with a 
certain measure of success. The achievement of a rough balance 
between the supply of and the demand for resources for non-war 
purposes was facilitated by the fact that, notwithstanding the total- 
itarian political regime, an all-out national war effort was never 
made. Conversion to war production was less complete than it 
had been during the First World War. The sceptical attitude of 
civil servants, the business community and the public in general 
towards the aims of the regime contributed to this failure. As a 
result, production for civilian consumption did not suffer as much 
as might have been expected. 

The pressure of the inflationary tide, from both the supply and 


the demand side, gradually increased as time passed, owing to the 
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dislocation of the production and distribution processes and to the 
expansion in the volume of money. The breaches in the wall of 
controls grew wide in the autumn of 1942, when the fortunes of 
war turned decidedly against the Axis powers. This was the time 
of the first mass air attacks on Italian towns, attacks which brought 
home to the general public the realities of the situation and broke 
up the unity of the market by disrupting the transport system. 
The increase in prices, which by then were on the average roughly 
twice the pre-war level, was accelerated and black market transac- 
tions spread. A run for cash led to a shortage of notes which was 
overcome with some difficulty. 

With the acceleration of price increases, and the distortion of 
income distribution away from its peace-time pattern, the technical 
and ethical foundations of Count di Revel’s system were weakened. 
Reference to pre-war values became meaningless; and the confisca- 
tion of the spurious capital gains due to the general price rise 
appeared patently unjust, rather than conducive to an equitable 
distribution of the burden of war expenditures. But the transition 
from repressed to open inflation was only partial. The maintenance 
of certain effective controls (such as those applying to the basic 
crops, to public utilities and to rents), and the physical lack of 
spending opportunities, both for consumers and for business, meant 
that the excess liquidity of the “disequilibrium system” (4) was 
kept in existence until the end of the war. This is shown by the 
movement in the income velocity of money, and by that in the ratio 
of bank loans to deposits (Chart 1). In fact, the process of liquidity 
formation continued for almost a year after the liberation. 

However, the shift to the holding of notes was accentuated in 
the last pre-Armistice year and during the occupation, so that 
Government finance had to rely more and more on the printing 
press. The poor yield of the June 1943 issue of Treasury Bonds was 
evidence of the change in atmosphere. The Allied landing in Sicily 
followed shortly afterwards on July 1o. 

At the time of the landing, controlled prices in Italy were 
between two and three times the pre-war levels. On the free 


(4) J. K. Gatsrarru, “ The Disequilibrium System ”, American Economic Review, June 
1947; A. J. Brown, The Great Inflation, 1939-1951, Oxford University Press, 1955. 
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markets and in clandestine and semi-clandestine transactions, prices 
had soared to levels that were — according to the records of the 
Chambers of Commerce which collect price statistics all over the 


Cuart 1 - INCOME VELOCITY OF MONEY AND RATIO OF BANK LOANS 
TO DEPOSITS, 1938 to 1958 
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country — from five to ten times the pre-war ones, the highest 
peaks being in the prices of foodstuffs, imported raw materials and 
manufactured products with a high import content. 


B) Military occupation (September 1943 to April 1945) 


6. The landing was followed, within two weeks, by the collapse 
of the Fascist regime. Negotiations for an Armistice were begun 
shortly afterwards by the new Government headed by Marshal 
Badoglio, and a ceasefire was agreed upon for September 8. The 
months that followed the Armistice were among the darkest in 
Italy’s history. After two months of eclipse, Mussolini came back 
under German tutelage. An underground movement developed 
in the German occupied regions, and regular Italian forces fought 
on both sides. The Allies’ progress up the peninsula, which had 
been rapid at first, was stalled by the obstinate German resistance 
at Cassino until May 1944. Rome was liberated at the beginning of 
June, but another eleven months were to elapse before the obstacle 
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of the fortified defense line in the Northern Appennines — the 
“Gothic line” — was overcome. The whole of the agriculturally 
rich and highly industrialized Po Valley thus remained under the 
control of the Germans until the eve of their final surrender. 

Monetary developments during the twenty-one and a _ half 
months of actual warfare on Italian soil were marked by the adop- 
tion of purely inflationary methods of war finance (No. 7), while 
production slumped (No. 8), and by differences between the German- 
occupied and the liberated regions in the pace and nature of the 
inflationary process (No. 9). 


7. In the German occupied regions, long-term borrowing had 
no part in the finances of the Fascist and German rulers. The 
Germans exacted from the Fascist Treasury a war contribution 
totalling 184 billion lire during the nineteen and a half months of 
their occupation. The Fascist authorities spent for their own 
purposes, during the same period, about 170 billion lire, of which 
some 50 billion were drawn from taxation. 

The joint rate of spending of the two administrations having 
the right of coinage and taxation in the North thus appears to have 
been slightly below 20 billion lire per month. An idea of the relative 
magnitude of this figure may be obtained by comparing it with the 
rate of about 3 billion lire per month, for Italy as a whole, in the 
last peace-time fiscal year (July 1938 to June 1939). The income in 
real terms of the German controlled regions in 1944/1945 was pro- 
bably about one third of Italy’s income in 1938. 

The 120 billion lire which the Fascist Treasury drew from the 
banking system came in part from the central bank, as direct 
advances, but mostly from the commercial banks, either directly 
or via the central bank. The commercial banks took over limited 
amounts of Treasury Notes, and placed deposits with the Treasury 
(a transaction implying the transfer to the Treasury’s account at the 
Bank of Italy of deposits held by the commercial banks with the 
latter). Commercial bank deposits at two weeks’ notice, bearing 
interest at 3 per cent, were also accepted by the Bank of Italy and 
largely invested in Treasury Notes. The flow of funds into these 
deposits was very large, both because the banks were reluctant to 
finance the moribund Fascist Government directly, by the purchase 
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of securities, and because the uncertainty of the moment made it 
seem advisable to keep as liquid as possible. 

Even granted that this return flow of funds from the commer- 
cial banks was based on the large-scale creation of central bank 
credit for account of the Treasury, its size indicates that the demand 
for credit on the part of the private sector was — owing to the 
falling level of activity and dwindling stocks — extremely low. 
The ratio of loans and advances to total commercial bank assets 
decreased continually between the armistice and the liberation. The 
assets structure of the main Milan banks at the time of the libera- 
tion (April 1945) was roughly as follows (figures are percentages 
of liabilities): cash 3, deposits with the central bank and the 
Treasury 66, Treasury Notes 7, other investments 7, loans 12, other 
items 5. 

Much as this state of affairs relieved the strain on the printing 
presses, the quantity of notes drawn into active circulation or into 
hoards was still large; and toward the end of the occupation a 
shortage developed, possibly caused in part by go-slow policies. 
One result was that, at the moment of the German surrender, there 
stood on the books of the Bank of Italy an entry to the credit of 
the Germans of about 13 billion lire, representing balances not yet 
paid because of the lack of bank notes. The shortage of bank 
notes induced commercial banks to issue bearer cheques in nxed 
denominations. This “ Ersatz” money disappeared after the libera- 
tion, but the problem of an adequate supply of bank notes was soon 
to re-emerge in connection with the plans for a currency purge. 

The increase in the note issue, in the German occupied regions, 
between August 1943 and April 1945, reached 159 billion lire. 
It represented 65°/, of the total increase in the note issue (from 116 
to 361 billion lire) for the country as a whole between these dates. 
The issue of allied military currency (amlire) accounted for most 
(32%) of the remaining 35°/,, while the residual 3° consisted of 
Bank of Italy notes issued in the liberated regions to meet the needs 
of the Government and of the economy. It is fair to add, however, 
that part of the notes issued by the Allies was used to provide 
assistance to Italian local authorities for civilian needs (5). 


(5) For a detailed analysis, see the Bank of Italy Report for 1945, p. 67 ff. 
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It is worth noting that the Badoglio Government succeeded in 
covering its financial requirements without making much use of 
the printing press. This was due to the limited scope of its activities 
and to the success of a new instrument of short-term finance. The 
issue of the usual Treasury Notes maturing after one year was 
suspended for a time in the areas under Allied military rule. Neither 


Cuart 2 - THE MONEY SUPPLY AND ITS COMPOSITION, 1938 to 1958 












































such notes nor the Post Office Savings Certificates (also maturing 
after one year) were readily accepted by the investors under the 
conditions of great uncertainty then prevailing. 

In the circumstances, it was decided that the Bank of Italy 
(which operates a branch in every province) should accept from the 
banks, in addition to the ordinary deposits at one and two wecks’ 
notice, special time deposits at 3 and 4 months’ notice, bearing 
interest at 4 and 4% per cent respectively. Given the large issue 
of currency by the allied authorities, and the low demand for credit 
from the private sector, the volume of funds flowing into these 
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accounts was very high. “Except for some purchases of Treasury 
notes and advances to the Consorzi agrari, the banks were chiefly 
engaged in the business of receiving deposits and passing the funds 
on to the Banca d'Italia” (6). 

Intermediate-term borrowing by the Badoglio Government was 
resumed, on the eve of the liberation of the North, with the Soleri 
loan, which will be described later on. 

For the country as a whole, the rate of increase in the note 
issue during the nineteen and a half months from the Armistice to 
the liberation was higher than it had been in the previous war years 
or than it was to be in the inflation of 1946/1947 (Chart 2). The 
role which commercial bank deposits with the Bank of Italy played, 
on both sides of the front line, in Government finance, is shown 
by the changes in the Bank’s position from August 1943 to June 


1945 (Table 3). 


8. The purchasing power of the lira fell faster in those fateful 
months than at any other time in the twenty years under review. 
The impact of the rapidly expanding money supply was made 
stronger by the fall in production. In industry, the most serious 
difficulties came from the growing shortage of fuel and raw mate- 
rials, for which the heavily industrialized North was largely 
dependent on imports from abroad (cotton, wool, woodpulp, rubber, 
copper) or from Southern Italy. In Mid-1944 the Gothic line had 
cut off from the North the three main mining districts (Tuscany, 
Sardinia and Sicily) normally supplying iron ore, pyrites, mercury, 
coal, lignite, zinc, lead and sulphur. At the end of 1944 already, 
pig iron production in the regions under German occupation had 
fallen to about one-fifth of the 1939 level, and steel production had 
dropped to one-third. The important rayon industry was largely 
inactive; and the output of textiles, chemicals, cement and building 
materials had been reduced to extremely low levels (7). Only the 
production of electricity, being mostly based in the North on the 
utilization of the water power resources of the Alps, could continue 


(6) F. A. Sournarp, The Finances of European Liberation, p, 96 (The Carnegie Endow- 
ment for International Peace, 1946). 
(7) CoMMIssARIATO NAZIONALE DEI PREZZI, Rassegna di congiuntura, No. 1, January 1945. 
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at a steady level both before and after the liberation; neither the 
Allied air offensive nor the German retreat caused serious damage 
to the power stations. 

The 1945 indices (8) of the volume of industrial production 
in the main sectors, for the whole of the country, were as follows 
(1938 = 100): 


ee 
Metalworking . . . . 16 
Iron and steel . . . . 18 
Automobiles . . . . 20 
Chemicals . . . . . I! 
Cement _ -. + &@ o& Se 
Electricity . . . . . 86 
Textiles : 
Raw silk . . . . « 29 
Cotton spinning . . . 8 
Cotton weaving ae ee 
ee ee ee ee ee 


In agriculture production had dropped by 1944 to 76% of the 
1938 level. The following year, 1945, was even less favourable, 
yielding only 55 to 60° of the 1938 crop. Among the chief factors 
responsible for such disappointing results, was the shortage of high- 
grade seeds, fertilizers and pesticides, all of which had been growing 
progressively scarcer since the start of the war. Unfavourable weather 
conditions compromised the situation still more; a long drought 
destroyed crops and pastures. Since direct consumption by agri- 
cultural producers did not appreciably contract, the fall of produc- 
tion to a little over half of normal meant a reduction of the volume 
of farm produce actually marketed to about one-third of normal (9). 


(8) Computed by F. Corpora p’Anna, “Il reddito nazionale italiano nel 1945”, Con- 
giuntura economica, November 1946. 

(9) A review of the situation is presented in P. Atsertario, “ Aspetti apparenti e reali 
dell’odierna situazione alimentare ”, Socialismo, January-February 1946. 
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The gross national product at 1938 prices is estimated to have 
fallen from 153 billion lire in 1938, and 129 in 1943, to 95 in 1944, 
and 77 in 1945 (10). 

Of less immediate consequence was the plundering of resources 
by the invaders on both sides of the fighting line. This mostly took 
the form of deforestation in the South, and of the mass deportation 
of industrial workers, the dismantling of well-equipped factories, 
and the looting of gold (95 tons) and of art treasures in the North. 


g. The inflation of the money supply was more disruptive in 
the small and primitive economy of the liberated South than in 
the more affluent and more highly organised economy of the regions 
under German occupation (11). The continuity of administration 
in the latter regions made it possible for the rationing and price 
control system to be effectively maintained over a wider range of 
goods and services up to the end of the war. 

In the rump economy of Southern Italy, the control apparatus 
and its Fascist cadres were swept away in the transition to Allied 
military rule. With the rebirth of an independent trade union 
movement, the price-wage spiral soon came into play. 

At the end of the war the average price level was still markedly 
lower North of the Gothic line than in the liberated areas. This 


(10) Istrruro CenrraLe pi Statistica, Annali di statistica, series VIII, vol. 9. 
F. Corpora p’ANNA, Op. cit., arrived at the following estimates for the net product of 
economic activities, by sector, at 1938 prices (im billions of lire): 


1938 1945 1945 : 1938 
Ce nn a 25-7 60 
Manufacturing . . . . . +. + 40.0 10.0 25 
a a a a 10.4 45 43 
Building ae ee ee ee ee 6.7 5:7 85 
Se 5c te as ae 18.2 13.5 a 
118.4 59-4 -50 


(11) “In Naples, no less than in Sicily, the impact of the Allied occupation was imme- 
diately and intensely inflationary, and the attempt to hold prices at the existing level broke 
down completely, not without a considerable diminution in the prestige of AMGOT, which 
found itself quite unable to enforce its regulations. With the official rate of exchange at 400 
to the pound sterling and a military wage-rate often more than twice the existing rate for 
civil labour, the task was hopeless”. (C. R.S. Harris, Allied Military Administration of 
Italy 1943-1945, Her Majesty’s Stationery Office, London, 1957, p. 90). 
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fact suggested for a time to the Allied authorities the desirability 
of regulating commercial intercourse between the two parts of the 
country in order to avoid the spread of inflation from the South to 
the North. As had happened in other parts of the world (Australia, 
South America), two years of isolation had exhausted the agricultural 
South’s supplies of manufactured products, including not only 
machine tools and spare parts, but also the most indispensable 
consumers’ goods. The North, on the other hand, was running short 
of several foodstuffs produced by the Southern regions, such as olive 
oil, citrus fruits and salt. The powerful pressure that had thus 
developed in favour of prompt and total economic reunification led 
in fact to a quick resumption of trade in both directions; it took 
place both through the normal channels and through improvised 
middlemen that sprang up in great numbers in response to the 
emergency. 

This resulted at first in a fall of the price level prevailing in 
the central and southern regions towards the price level in the Po 
Valley. The downward movement is apparent in Chart 3, depicting 
the course of food prices in the two largest Italian cities, Rome, 
south of the Gothic line, and Milan, north of it. 

In the country as a whole, the upward movement was resumed 
in the second half of the year for food prices, owing to the bad crops. 
For other goods inflation marked time, and some prices even 
fell (No. 11). 

Reflecting the uneven incidence of controls, together with 
differences in supply conditions and in income elasticities of demand, 
the bundle of price indices opened out like a fan while the war 
proceeded. In 1945, after the liberation of the entire country, the 
indices (on the base 1938=1) of a substantial group of prices (free 
market prices of foodstuffs and textiles) were in the neigbourhood 
of 40. At the same time there were nearly as many official prices 
for the agricultural products that had to be delivered to the 
administrative authorities for distribution, and public utility rates 
that had barely reached 10 or (as in the case of urban rents) had 
not changed at all since 1938. 

The rise in wages was kept in check for almost three years 
under the June 1940 price- and wage-stop. Up to April 1943, the 
wage-stop was tempered only by increases in family allowances, by 
two bonuses disbursed in June 1941 (two and a half weeks’ pay) 


eee eee ee eee 
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and in November 1942 (one week’s pay) and by certain payments 
in kind. When these additional items are taken into account, the 
increase in average hourly pay up to April 1943 works out at about 
one-third. Meals in factory canteens and the allocation of goods 
(outside the general rationing system) at reduced prices helped keep 
down the cost of living for employed workers. In April 1943, an 
extra allowance per day worked (indennita di presenza), equal to 
between one-third and one-fourth of the basic wage rate, was 
introduced. 

As with prices, the advance in wages after the Allied landing 
proceeded faster South of the front line than North of it (Chart 6). 

Since the relative weight of free prices was heavier in the South 
than in the North, wages in the South did not lag much behind free 
prices, while in the North they did not run very far ahead of 
controlled prices. 

In December 1943, the military Government of the liberated 
areas decreed wage increases ranging from 10 to 70%. This first 
measure was followed by the introduction, starting in August 1944, 
of a “cost of living allowance”. In February 1945, the latter was 
replaced by a “contingency allowance ”, a term designed to empha- 
size the provisional character of this solution to a problem that, with 
the restoration of stable economic conditions, would have to be dealt 
with by a revision of basic wage rates. Though the allowance 
differed as between male and female workers, it was otherwise 
uniform except for a supplement payable to the head of the 
household. 

In the German occupied regions, the basic rates were increased 

. by 30 per cent (15 per cent in the upper wage groups) in December 
1943. A war allowance was added to the indennita di presenza 
in September 1944. 

Even when account is taken of the importance for working 
class households of the foodstuffs obtainable at stable prices under 
the rationing system, it appears that by 1945 real wages in the 
German occupied regions had fallen to about one half their 1938 
level, or roughly in line with the reduction in national income. 

In nominal terms, the take home pay including all the 
“ extraordinary ” allowances of a skilled worker in Milan, at the 
beginning of 1945, was not more than 4 or 5 times that of 1938; 

for unskilled workers and women the ratio was 5 or 6 to one. 








Monetary Developments in Italy etc. 417 


At the same time, in the regions under Allied control, wages had 
already reached a level 10 to 15 times that of prewar (12). 

Both North and South of the front line, the war-time additions 
to the basic pay were uniform in amount for all workers or for 
broad groups defined by sex, age or number of dependents. This 
lack of diversification resulted in a marked levelling of the remune- 
ration of the various wage and salary groups towards the subsistence 
standards of unskilled factory hands and of female workers. 


C) Early peace-time ebb and flow of inflation (May 1945 to Sep- 
tember 1947) 


10. The open inflation already present in the South might have 
been expected to spread to Northern Italy with the liberation. The 
extreme liquidity of the banks at the time reflected a state of high 
liquidity for the private sector as a whole. The ratio of the 
monetary stock to the gross national product was 55 per cent in 
1944 and 47 per cent in 1945, as against 28 per cent in 1938 (Table 4 








TABLE 4 
THE MONEY SUPPLY IN RELATION TO G N P 
(billions of lire) 
poe a ae |, &| | Ratio | 
Years Currency (1) aan = oe 4 GNP a | 
aS ee ee a toGNP_ 
1938 22.1 20.1 42.2 152.8 27.7 
1944 274.0 106.0 | 380.0 686.0 55-4 
1945 419.0 168.0 587.0 1,254.0 46.8 
1947 716.0 518.0 1,234.0 5,992.0 20.6 
1957 1,897.0 2,911.0 4,808.0 14,805.0 32-5 


(1) Including circular checks. 


(2) These include business deposits (conti correnti di corrispondenza) and other check 
accounts (conti correnti ordinari). 


(12) Wage trends are analyzed for the period 1945-1949, in Rassegna di congiuntura, cit. 
and in F. Amsroct, “ Le retribuzioni dei dipendenti dell’industria dal 1938 al 1949”, Rassegna 
di statistiche del lavoro, May-June 1949. 
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and Chart 1). The private sector’s net liquidity (calculated by 
deducting borrowing at the banks from holdings of cash and 
deposits) was also high, since the credit expansion had served almost 
entirely to meet the claims of the Treasury. In terms of sector 
analysis, a high net liquidity of business and persons was offset by 
the negative liquidity of the Treasury, the net liquidity of the 
country as a whole — after the looting of the Bank of Italy’s 
gold — being practically nil. Inside the private sector, liquid 
balances were presumably very unevenly distributed. This condi- 
tion reflected the distortion in the income pattern which had 
developed since 1938 as a result of the gradual concentration of 
civilian demand on prime necessities, and of the unequal effec- 
tiveness of price controls in various segments of the economy. 
Farmers and tradespeople fared better than other occupational 
groups and better than holders of money claims (13). 

The income velocity of money (and hence the inflationary 
potential) at the time of liberation was affected by a number of 
unusual factors. 

The fall in national income was accompanied by a more than 
proportional contraction of produce offered for sale, while produc- 
tion for own use was less affected. The need for cash in current 
market transactions was thus reduced more than in proportion to 
the fall in income. Moreover, the distortion in the pattern of wages 
and prices was such as to make for a higher average frequency of 
recurrent payments. The lessening of wage differentials caused the 
relative weight of weekly wage payments to factory workers to 


(13) The main sufferers were of course middle class groups depending for their living 
on fixed incomes: depositors in savings accounts, holders of Government securities and of 
life insurance policies, pensioners, owners of rented urban and rural property. In contrast 
to the experience after the First World War, the reaction of this class to the loss of “ unearned 
income ” was to avail itself of such opportunities for work and gain as the country’s economic 
expansion offered, rather than to take refuge in extreme political ideologies. 

A substantial part of the burden fell also on banknote holders in general, and on the 
public utilities operated by the State or by local Government authorities (railways, post office, 
electricity, gas and water distribution). Finally, employees in the higher income groups, such 
as Government officials and white collar and skilled workers, underwent a weakening of 
their relative position, since their earnings were pushed closer and closer to the levels of 
unskilled workers’ wages. 

The distortion in the price and income pattern has been gradually corrected in the 
decade following the 1947 stabilization, though in some instances (such as that of house rents) 
the process is not complete, and certain features from the war and early post-war period 
(such as the relative improvement in the pay of manual labourers) have been incorporated 
into the new pattern. 
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increase in comparison with that of monthly salary payments to 
office workers. The retention of the controls on rents and on 
public utility rates (electricity, telephone, gas) held in check a mass 
of payments which take place at relatively long intervals, ranging 
from one month to one year, and which entail the building up of 
substantial cash balances between successive disbursements. The 
lower incidence of direct taxes, payable every other month, also 
helped reduce the need for cash balances. The concentration of 
spending on foodstuffs largely eliminated the liquidity needs to 
finance the purchase of durable and semi-durable consumers’ goods. 

All the above factors made for an increased velocity of circula- 
tion; however, this tendency was to a certain extent offset by other 
factors operating in the opposite direction. The high prices of 
foodstuffs had meant gains for the farmers, who are as a class 
inclined to banknote hoarding, and were the more so inclined 
given the difficulty of finding on the market either capital goods or 
manufactured consumers’ goods. 

To sum up: the position was one in which the dilemma of open 
inflation or a monetary purge was not inescapable. It admitted of a 
third possibility — a policy of holding back so as to allow time for 
the increase in production, and the restoration of a normal price 
pattern, to equate liquidity needs with the existing money stock at 
the then ruling price level, except for two upward adjustments : 


(a) an immediate one, directed towards bringing controlled 
prices in the North into line with the wage level already attained 
in the South (No. 19); 


(b) a slow one, directed towards restoring a normal price 
attern through gradual decontrol. 
P 8" § 


11. Actual developments up to the spring of 1946 were promis- 
ing in this respect (Chart 4). 

The prevailing attitude was one of confidence in the recovery 
of the purchasing power of the lira. The steep climb in prices of 
the preceding two years was mainly ascribed to war-time scarcities; 
and the liberation by America was expected to bring better times. 
While this attitude lasted, the public held back from spending, and 
the price level for the whole country remained roughly stable, while 
the regional spread contracted. On the side of business, the limita- 
tions on production imposed by the low supplies of fuel and raw 
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materials kept down the demand for credit and the utilization of 
existing balances 2‘ the banks. 

The process oi new liquidity formation continued at a moderate 
pace, with a shift back from the holding of currency to that of 
deposits. A point of inflexion corresponding to the liberation of 
the North appears in the curve describing currency circulation 
(Chart 2). The latter had been increasing at a rate of approximately 
4% per month from the beginning of the war to the Armistice. 
After the uncontrolled expansion that took place under the two 
occupation regimes, the curve tended to rejoin — in the first year 
following the liberation — the trend line representing the war-time 
movement and, having reached that line towards the middle of 
1946, proceeding along it up to the end of 1947. 

The shift from notes to deposits following the liberation heigh- 
tened the credit expansion potential. First, for the time being, it 
allowed banks further to increase their deposits with the central 
bank (from 120 billion lire in May 1945 to 138 billion in January 
1946). Then, when expansion became actual, it reduced the drain 
of currency into circulation (14). 

The confident attitude of the public was reflected in the prices 
of “refuge” goods and financial assets, such as gold, foreign 
exchange and shares. In contrast to the conditions which ruled on 
the labour and commodity markets, and which have already been 
described, the prices of “ refuge ” goods in the first half of 1945 were 
higher in the occupied North than in the liberated South and Centre. 
In April 1945, the gold sovereign sold for 9,500 lire in Rome and 
for 11,500 in Milan. On the Milan stock exchange share prices 


(14) However, this second effect was damped down by cyclical movements in the ratio 
of currency to deposit holdings, since the shift to the latter, while continuing in later years 
up to the present time (see Chart 2), was interrupted or temporarily reversed during inflat- 
ionary revivals (1946/1947, Korea). The changes in the pattern of liquidity holdings of the 
public, and their effect on the extent of credit expansion in Italy during the period under 
review, have been described by Gamsino (“La ricostruzione dei depositi bancari in Italia”, 
Moneta e Credito, No. 24 of 1953, and “ Money Supply and Interest Rate in Recent Macro- 
Economic Conceptions ”, Banca Nazionale del Lavoro Quarterly Review, No. 30 of Septem- 
ber 1954). Gamsino points out another important factor in the process of credit expansion, 
namely the gradual contraction in the ratio of voluntary cash holdings of the banks to 
deposits. The role played by cyclical changes in the composition of the money supply has 
been stressed by the present writer (“ Monetary Analysis in Italy”, Staff Papers of the Inter- 
national Monetary Fund, February 1957), and, with respect to the 1946/1947 experience, by 
F. A; and V. C. Lutz, Monetary and Foreign Exchange Policy in Italy, Princeton University 
Press, 1950. 
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Cuart 4 - THE 1945/1946 PAUSE IN INFLATION 
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were about one third above the Rome quotations in the autumn of 
1944. In the following months, however, when liberation seemed 
to be near, a downward trend set in and lasted right up till the 
end of 1945. The average of share prices on the Milan exchange 
fell from nearly 1,100 in December 1944 (1938= 100) to about 800 
in June 1945, and reached a minimum of 390 in April 1946. Govern- 
ment securities, on the other hand, appreciated; and their average 
yield declined from 6.28°% in May 1945 to a minimum of 5.52%, 
also in April 1946. Textiles, which had been hoarded at the time 
of the flight into real values, also fell in price towards the end 


of 1945. 


12. The first loan issue made by the democratic Government 
was highly successful. It consisted of Five Year 5°/, Bonds, and was 
named after Signor Soleri, then Minister of the Treasury. The 
issue was offered in two stages: first in the liberated regions of 
the Centre and the South (April-May 1945), and then in the North 
(July-August). The loan was placed with some 2 million subscribers, 
and brought in 33 billion lire in the first stage and 76 billion in the 
second. In the 1945/1946 fiscal year, the Treasury obtained another 
83 billions from the issue of Treasury Notes and 51 billions from 
Post Office Savings. By all relevant standards, these were large 
figures; they made it possible for Government expenditure in the 
first post-liberation fiscal year to be financed without recourse to 
central bank credit. 

The budget position at the time was helped, on the expenditure 
side, by the reduction which the inflation had brought about in 
the real burden of the public debt and of the salary payments to 
Government employees. Military outlays, and appropriations for 
the colonial territories, had also figured significantly in the prewar 
budgets, accounting, together with interest on the public debt, for 
61°, of total expenditure in the last peace-time fiscal year 
(1938/1939). Little of this was left after the war. Receipts were, 
however, also seriously cut by a number of factors: the disorder 
of the financial administration, which prevented an up-to-date 
assessment of tax liabilities; the virtual stoppage of private import 
trade; the low income levels; and the fall in the consumption of 
luxury goods subject to excise taxes. New burdens were added to 
the expenditure side by the bread subsidy, and by the commitments 





Monetary Developments in Italy etc. 423 


for completing demobilization, for rendering assistance to veterans 
and refugees and for initiating payments on war damage indemnities. 
The ratio of current revenue to current expenditure was as low 
as 0.18 in the fiscal year 1944/1945. It rose to 0.37 in 1945/1946 


Cuart 5 - THE BUDGET POSITION, 1944/1945 to 1957/1958 
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and to 0.54 in 1946/1947 (15). The ratio of the cash deficit to the 
national product shrank during these three fiscal years from 29 to 
15 and g per cent (Chart 5). 


(15) Cash account figures have been used, and certain expenditures of a non-capital 
nature which official accounts include in the “ capital movement ™ section of the budget have 
been transferred to the current section. 
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13. Two of Italy’s most respected statesmen, Minister of the 
Treasury Soleri and Governor of the Bank of Italy Einaudi, were 
in the position of being able to exercise a certain control over the 
volume of Government expenditure and borrowing. Both were 
austere men in the great liberal tradition of Piedmont. Soleri 
succumbed to illness in the summer of 1945 while campaigning for 
his loan. He was followed at the Treasury by two Ministers in the 
same political line as his. Einaudi remained as Governor at the 
Bank of Italy until he was raised to the position of Deputy Prime 
Minister in May 1947, and to that of President of the Republic a 
year later. 

The Treasury Minister and the Governor, working in close 
agreement, had to fight out the basic issues with Cabinet members 
who were inclined to other views. In the post-war period Italy’s 
Governments were formed up till May 1947 by centre parties in 
coalition with left wing parties, and thereafter by centre and 
slightly left of centre parties. In December 1945, the leader of the 
‘Christian-Democratic party, De Gasperi, took over from the Resist- 
ance leader, Parri, the office of Prime Minister, which he was to 
maintain uninterruptedly to August 1953. He has been succeeded 
since then by other men of his own party. During the whole 
period, the departments dealing with social affairs and taxation 
have generally been placed under the guidance of men alive to 
the duties of the welfare state, while the responsibility for keeping 
a watch over expenditures has been entrusted to men inclined to 
greater severity. In fact, since its occupation by the three Liberals 
(Soleri, Ricci, Corbino), the office of Minister of the Treasury has 
so far been held — with possibly one exception — by a succession 
of Demo-Christian politicians (and one independent expert) of con- 
servative outlook. 

In the first years of democratic rule (with Communist participa- 
tion) this division of functions failed to work as an equilibrating 
system of checks and balances built inside the Government. Instead, 
it produced a shaky policy line, in which sectorial policy directions 
came largely to depend on the particular leanings of the responsible 
Cabinet ministers, ranging from Jaisser faire tendencies to pro- 
nounced dirigisme. Leadership was not unified, and it was appar- 
ently influenced more by preconceived ideas and political interests 
than by consciousness of the real needs of the moment. Hence the 
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irregular pace — marked by sudden decisions and equally abrupt 
reversals — of governmental action. 

The weaknesses of economic policy, in the period leading up 
to the De Gasperi-Einaudi Government of May 1947, were particu- 
larly conspicuous in relation to three sets of problems — those of 
regulating the stock market (No. 14), of controlling the prices of 
foodstuffs (No. 15) and of imposing a capital levy (No. 16). The 
unsatisfactory treatment of these contributed to the 1946/1947 revival 
of inflation. 


14. The heavy depreciation of the currency which had already 
taken place by the time of Mussolini’s fall (July 1943) made it seem 
appropriate to abandon pre-war reference values in matters of taxa- 
tion. Accordingly, the Badoglio Government started to revise the 
relevant Fascist legislation, which had been rendered obsolete by the 
great inflation of the succeeding nineteen months. The destruction 
of the dams against open inflation that had been erected by Count 
di Revel proceeded slowly, in the liberated part of the country, 
between the summer of 1943 and the spring of 1945. It was 
resumed with real zest and completed a year later by Minister 
Corbino, who concentrated his efforts on the task of lightening the 
burdens on security investments and of generally freeing stock 
exchange activity. 

The main steps will be recalled here, in rough chronological 
order. Among the first (August 1943) were: an adjustment to take 
account of the new price level of the tax on capital gains deriving 
from sales of securities and real estate; and the repeal of the obliga- 
tion for purchasers of shares to invest an equal amount in Govern- 
ment securities. In 1944, the limit below which company profits 
were exempt from the war profits tax was raised; the war-time 
addition to the sales tax was suppressed; and the special tax on 
dividends was reduced from 25 to 10 per cent. In 1945, the progres- 
sive tax on real estate and securities transactions (a tax which had 
been retained in August 1943) was replaced by a flat rate. In 1946, 
the special tax on income from securities, the war profits tax, the 
surtax on transactions in securities, and the limitation on dividend 
distribution, were all abolished. Increased depreciation allowances 
were admitted on the basis of a revaluation of income to allow for 
the rise in the price level; and the transfer of revaluation profits to 
capital account was permitted. The turnover tax on security 
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tratisactions was halved and thus brought back to its 1938 level. 
Only one important piece of war-time legislation, the compulsory 
registration of shares in the name of the owner, survived. (It is still 
with us, and as hotly debated as ever). 

These measures were a strong stimulus to the revival of invest- 
ment in industrial securities and, given the extreme liquidity of. 
the market, they resulted in a sharp upturn in share quotations. 
Many companies took advantage of the newly granted freedom to 
revalue their assets and split their shares. In the euphoric atmos- 
phere that followed, the average of share prices rose, in the four 
months between the end of April and the end of August 1946, to 
two and a half times the initial level. The Government then recon- 
sidered its policies and decreed the confiscation in favour of the 
Treasury of 25° of the capital gains realized through the revalua- 
tion of physical assets, thus applying for a few weeks a brake on 
the price rise. After the resignation of the author of this last 
measure (Corbino), and the resumption by the Government of the 
plan to extend the capital levy to all forms of liquid wealth (bank- 
notes, deposits, fixed-interest bearing securities) not registered in 
the name of the owner, share prices resumed their upward trend 
under the influence of widespread speculative trading. In April- 
May 1947, the average price level of shares was 6 to 7 times what 
it had been in the spring of 1946; and the yield had fallen to about 
0.3094. Meanwhile the Government had reintroduced, at the begin- 
ning of April, the surtax on security transactions, at the rate of 4°%. 
The month of May saw a reversal of the trend; and by the end of 
the year share prices stood at a level which was about one quarter 


of the spring peaks. 


15. The stricter enforcement of price controls on basic agri- 
cultural commodities (wheat, corn, rice) had resulted in a distortion 
of the pattern of production; for the peasants had been encouraged 
by the possibility of evading the respective controls to give more 
attention to the less essential produce (vegetables and_ livestock). 
A more balanced price structure was needed if production was to 
resume its former, socially more desirable, pattern. Accordingly, 
in May 1946 the official prices for the 1946 crops were increased 
threefold above those of the preceding year. Their prices thus stood 
at 20 to 22 times above the levels of 1938. In the case of soft 
wheat, for example, as against an official 1938/1939 price of 135 lire, 
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the 1945/1946 price was 750 lire and the 1946/1947 price 2,250. The 
average price received by producers for both soft and hard wheat 
turned over to the Government purchasing authority was 2,700 lire 
per 100 kilograms. The price at which the Government-purchased 
wheat was sold to the mills was, however, left unchanged, with a 
view to avoiding an increase in the price of bread: the Government 
thus had to shoulder the difference of 1,600 lire between the new 
price and the old one (1,100). When the expenses incurred by the 
Government for operating the purchasing programme and for tran- 
sporting the wheat to the mills were added to the price differential 
just mentioned, the result was a loss to the Treasury approximately 
equal to the entire price paid to the producers. This meant that 
the proceeds from the sale of bread covered only the storage, dis- 
tribution, milling and baking costs. As the banks that financed 
the purchasing programme could and did discount the relevant 
paper at the central bank, the Treasury’s losses were made good 
by adding to money in circulation. Market expectations reacted 
sharply to the pushing up of official wheat prices. It had become 
evident that the Government had abandoned the idea of stabilizing 
the general price level at the positions held by the controlled prices 
of essential commodities and public utility services, prices which 


until May 1946 had not exceeded the 1938 level by more than 7 
or 8 times. 


16. Plans for a currency reform had been considered before 
the liberation of the North. The intention behind them had been 
not so much that of absorbing the excess of liquidity or imposing 
a general capital levy, as that of providing against the possibility 
that the Germans might print Italian currency in their home land 
with equipment taken away in a possible retreat from Italy — should 
such a retreat be followed by continuing armed resistance in the 
Alps. In such an event, banknotes circulating in Italy at the 
moment of the liberation would have had to be stamped. Nego- 
tiations took place with the Allied officials with a view to having 
the notes printed in the United States, but they ended in disagree- 
ment over delivery periods and cost. Meanwhile, the North :was 
liberated. The collapse of Germany followed shortly afterwards, 


and only the problems of excess liquidity and of the capital levy 
remained real. 
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Soleri was unfavourably inclined towards “tampering with 
money ”, and his second successor at the Treasury was an outspoken 
opponent of the monetary purge. 

A panel of economic experts appointed by Soleri had pre- 
viously pronounced itself against a currency reform. However, the 
representatives of the left wing parties in the Government succeeded 
in keeping the issue alive. In the end it was resolved not so much 
by a deliberate policy choice, as by delays in the supply of notes 
and by other unexpected obstacles, which gave time for a resump- 
tion of infiation, making the purge socially indefensible. 

Shortly after the liberation of the North, an effort was made 
to pool the equipment existing there and in Rome. The Bank of 
Italy’s printing plants, which had been transferred to the Abruzzi 
during the war, had been wrecked by the retreating Germans and 
were now being retransferred to Rome. This situation created the 
necessity for making use, to some extent, of Government and pri- 
vately owned paper mills and printing plants. The plan was now 
to produce the new notes in Italy. 

By April 1946, the stock of new notes was sufficient (but only 
barely so) for the substitution to be carried out. At this time, 
however, the Ministry of the Interior, which would have had to 
supervise the operation from the point of view of the maintenance 
of order and the supply of transportation, was busy preparing the 
“referendum ” of June 2, 1946, which resulted in the end of the 
Monarchy. 

The discovery, in June, that workers in one of the private 
plants had succeeded in smuggling out copies of the original films 
used in the lithographic process of printing the notes rendered part 
of the accumulated stocks unusable and compelled the authorities 
to study a different type of banknote. 

At the end of 1946 the “ Reconstruction Loan” was floated; 
the bonds were redeemable in 30 years and bore interest at the rate 
of 3%4 per cent per annum. This rate was unusually low for the 
Italian market, where a yield of 6°{ on long-term securities is 
considered normal. The bonds carried, however, a special privilege: 
that of exemption from the extraordinary capital levy that was 
being studied at the time. The terms of the loan could thus be 
explained only in the light of the projected levy on all forms of 
wealth held as liquid assets, i.e., banknotes, bank deposits and 
Government securities. 
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The diversity of the political views of the parties then in power 
(among them the Communist party, represented by the Finance 
Minister) was responsible for the coming into being of the peculiar 
case of a borrowing operation linked in the present to a tax measure 
which was still undefined and still impracticable in the form plan- 
ned because of the inadequacy of the supply of new-type banknotes. 

A year and a half had now passed since the liberation of the 
North, and during the last six months the inflationary process had 
resumed its course. Its liquidity-reducing effect, and its repercussions 
on the distribution of income and of accumulated wealth, made the 
plan to tax away war profits and profits realized in the preceding 
inflationary wave and held in liquid form appear purposeless. Infla- 
tion had practically wiped out the purchasing power of assets with a 
fixed money value, i.e. banknotes, savings deposits, and fixed-interest 
bearing securities. A form of taxation which further hit such money 
claims would only have aggravated the injustice in the distribution 
of wealth that it was designed to correct. 

Last but not least, the expectation of the currency reform 
intensified the flight into goods. That is to say, it added a psycho- 
logical factor to the already numerous objective causes of inflationary 
pressure operating in the Italian economy, such as the Government’s 
budget deficit and the expenditure of accumulated liquid funds on 
reconstruction projects. 

In such circumstances, the abandonment of the plan for a 
currency reform appears to have been a wise decision. It was 
adopted by the third De Gasperi Government, formed at the begin- 
ning of February 1947, in which the direction of both the Ministry 
of Finance and the Ministry of the Treasury was unified in the 
hands of a Christian-Democrat, Campilli. 

The law imposing the extraordinary capital levy, enacted at 
the end of March, did not attempt to provide for direct assessment 
of the tax liability with respect to liquid assets. Instead, the tax 
due on other forms of personal and corporate wealth (real estate, 
shares, personal credits) was increased by a fixed percentage to allow 
for presumed holdings of liquid assets. 

The form which the capital levy thus finally took deprived of 
most of its value the specific exemption granted to the purchasers 
of the Reconstruction Loan Bonds. Consequently, in April, the 
Government offered holders the option of converting these bonds 
into new 5°/, securities — without additional payments, of course. 


y 
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The price of the bonds not presented for conversion — they had 
been issued at 97.50 lire per 100 lire of nominal value — fell rapidly, 
reaching a minimum of 65 lire in December 1947. 


17. The three previous sections are not intended to give a full 
account of the policies and the market forces making for inflation 
in 1946/1947. Their aim is merely to draw attention to certain ele- 
ments in the situation which perhaps have not received, in the 
accounts given by other authors, attention commensurate to the role 
they played in inflating the volume of demand through the use of 
existing liquidity balances and the expansion of central bank credit. 

The emphasis in previous works (16) was laid on other and 
equally important causal factors, including structural weaknesses 
and maladjustments in the economic system, foreign exchange 
policies (No. 18), and the effects of the sliding scale of wages 
(No. 19). 

Price inflation developed while the economic system was still 
far from having achieved full employment of labour. Industrial 
production more than doubled in the eighteen months from March 
1946 to September 1947. The increase did not, however, appreciably 
reduce the numbers of the unemployed, owing to the redundancy 
of part of the labour already on the pay-rolls. 

In so far as the unemployment was due to a generalized short- 
age of capital, depressing the productivity of a large mass of labour 
below the wage rates imposed by the trade unions, or to the inflex- 
ibility of factor proportions (notably in relation to land), it was 
structural in nature and could not be absorbed by expanding 
demand (17). 

Low elasticity of supply made for increasing prices of farm 
products. In individual branches of manufacturing industry, expan- 
sion was held back by shortages of imported raw materials, fuel 
and power, shortages which manifested themselves before the full 
employment of existing capacity was reached. Steel production 


(16) These include B. Foa, Monetary Reconstruction in Italy, The Carnegie Endow- 
ment for International Peace, New York, 1949; F. A. and V. C. Lutz, op. at.; E. S. Simpson, 
“ Inflation, Deflation and Employment in Italy ”, The Review of Economic Studies, 1949/1950, 
No. 44; A.O. Hirscuman, “ Inflation and Deflation in Italy”, The American Economic 
Review, September 1948, No. 4; BANK For INTERNATIONAL SETTLEMENTS, Italy’s Economic and 
Financial Position in the Summer of 1947; W.D. Gramer, “ The Italian Lira, 1938-1945 ™, 
The Journal of Political Economy, August 1946, No. 4. 

(17) A penetrating analysis of these factors is made by Simpson, op. at. 
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capacity had been reduced by air attacks and the dismantlement 
of plant by the retreating Germans; and a shortage developed. In 
the special case of the engineering industries, which had been 
expanded to serve war needs, excess capacity was due to lack of 
demand, or rather to lack of adaptation to the newly emerging 
pattern of demand; however, in several cases reconversion to peace 
time production was strikingly successful. 


18. A major development in foreign exchange policy was the 
permission given to exporters, in April 1946, to dispose of one half 
of their export proceeds, within a time limit of three months from 
their acquisition, on a free market, at a floating rate that would 
match the supply of foreign exchange with the demand deriving 
from imports of certain listed goods. The sale on the market was 
limited to the so-called “ free currencies ”, i.e. dollars, pounds sterl- 
ing and Swiss francs. The double rate system has been criticised 
by Foa (op. cit.) as inducing a considerable degree of exchange 
depreciation and affecting expectations so as to “ bring about further 
increases in domestic prices, almost irrespective of whether the com- 
modities affected by those price increases entered the international 
market ”. The system also brought about distortions in trade flows, 
since it did not apply to bilateral agreement currencies. In addition, 
it offered a legal way of hedging against the depreciation of the 
lira by retaining export proceeds for go days. 

The depreciation of the lira on this market was indeed fast. 
The legal free rate for the dollar shot up to about 600 lire in 
September, 1946, as against an official rate of 225. The climb was 
checked by subjecting to licence, for a time, imports of cotton and 
wool, which were partly financed on the free market. It was, 
however, resumed in February 1947 and continued to an all time 
high of over goo lire to the dollar in May. 

It should be granted to the critics of the system that, with a 
single rate, the climb would have been less steep. On the other 
hand, the dual exchange rate system fitted in with the dual price 
system which prevailed at the time. ‘The average ratio of free and 
black market prices to official prices of commodities was still as 
high as 3.6 in December 1946 (18). The 50 per cent of export pro- 
ceeds which had to be surrendered at the official rate to the exchange 


(18) Bank of Italy Report for 1947, pages 97-107. 
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control authorities served to finance imports by the Government of 
“ essential ” goods, for sale at official prices. The official exchange 
rate was also used to calculate the lira selling price from the landed 
cost of imports under official aid programmes. Altogether, 71 per 
cent of total payments for imports in 1946 and 45 per cent in 1947 
were settled at the official rate. 

The adoption of a single free exchange rate as early as 1946 
would have implied the widespread removal of price controls, or 
the setting up of an overt system of import subsidies and export 
taxes. Political expediency ruled out mass transfers of income from 
the consumers to the propertied classes and to the public utilities 
which the first course would have implied; while the second course 
would have asked too much of a weakened bureaucracy. The 
shackles which had bound it for so long now gave the economy 
a limping gait. 


19. It was noticed previously (No. 9) that in the spring of 1945 
the wage level in the liberated regions was much higher than in 
the North (Chart 6). In these circumstances, it would have been 
too ambitious a task to try, once the North was liberated, to align 


the price level for the whole country with that at which a large 
section of the price system had been held by controls in the North. 
A stabilization at, say, ten times the pre-war level would have been 
inconsistent with the level of wage-costs which had been reached 
in the South and which was practically irreducible. On the other 
hand, no established rigidities would have stood in the way of an 
attempt to halt prices at a somewhat higher level, perhaps around 
20 times pre-war. 

Unfortunately, in addition to the inflationary factors just recorded 
(Nos. 15-18), the upward push of wages was continued, after the 
liberation of the North, through autonomous increases and later 
through the operation of the sliding scale. 

The contingency allowance, which had been introduced in 
March 1945 in the South and Centre, was extended in June to the 
recently liberated North. Its effect was to raise the pre-existing pay 
levels by amounts ranging from about 4o per cent for the higher 
paid office worker, to 170 per cent for the male manual labourer 
and 200 per cent for the female worker. 





Monetary Developments in Italy etc. 433 
Autonomous increases in basic rates of pay followed in the 
autumn. In December, the contingency allowance was tied to the 
cost of living: the adjustments were to take place quarterly. 
In October 1946, it was stipulated that the adjustment would 
be made every other month and, for the case of a fall in the cost 


Cuart 6 - DAILY PAY OF AN UNSKILLED WAGE EARNER IN INDUSTRY, 1940 to 1948 
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of living, a “ buffer region” was provided, up to a decline of 8% 
in the index, within which the cost of living allowance would 
remain unchanged; while a drop in the cost of living index going 
beyond the 8 per cent limit was to be accompanied by a less than 





434 Banca Nazionale del Lavoro 


proportional reduction in the allowance. The wage level in the 
North was brought into line with the higher one prevailing in 
Central and Southern Italy; and a national system of wage nego- 
tiation was reestablished. 

At this time, the nominal wage of a skilled worker was from 
15 to 20 times the 1938 level; for women and other lower paid 
workers the ratio was roughly twice as high. 

The process of adjusting wages upwards under conditions of 
a rapid depreciation of the currency gave rise to incessant labour 
disputes, which in the inflamed atmosphere of those years often 
assumed a political character and led to frequent outbursts of 
violence on the part of the unions. Industrial firms were at the 
same time prevented from dismissing surplus labour by Government 
regulations, which had been issued by the Fascist administration in 
the German-occupied regions in order to avoid the creation of pools 
of unemployed workers who might joint the underground move- 
ment. On the other hand, firms had hired workers and clerical staff 
in excess of their needs so as to protect them from forced enrolment 
in the German labour organisations in Italy or in Germany. The 
thus inflated payrolls had to be financed out of the proceeds of 
industrial production running, in the second half of 1945, at about 
one third of the pre-war level. 

Industry did, however, benefit from the removal of the price 
controls on manufactured articles, while electric power and tran- 
sportation rates together with other important cost elements remained 
at the lower controlled levels. It was also helped by the lightening 
of the debt burden in consequence of the inflation. In spite, how- 
ever, of these compensatory factors, not only public utilities, but 
also other important productive sectors that were relatively free 
from controls — the mechanical engineering industries, among 
others — operated in the red in the months following the libera- 
tion. Some relief to financial stringency was provided by the liquid 
balances which had been accumulated during the war as a result 
of the disposal of stocks, and the low volume of reinvestment of 
depreciation allowances in the upkeep of production facilities. In the 
mechanical engineering industries, where the difficulties were ma- 
gnified by the problem of reconversion to peace-time production, 
large financial aid from the Government was necessary and forth- 
coming. Cost inflation generated a high demand for ordinary 
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banking accommodation, since wage bills were constantly running 
ahead of proceeds from sales (19). 


20. The new downward slide of the lira (Chart 7) started in 
May 1946, with a rise in the prices of shares and of foreign cur- 
rencies. Two months later, consumer goods prices joined the 
upward movement, reflecting the same trend as was set going in 
the United States by the abolition of wartime controls (20). Until 
the month of September, however, the commercial banks’ balances 
at the central bank expanded further, even though their real value 
continually declined. Towards the end of the year, the effects of 
the Reconstruction Loan, of the seasonal needs of trade, and of a 
sharp wage increase of over 20°/ between October and December, 
all combined to reduce such balances. They fell by one third — from 
150 billion to about 100 billion lire — in the course of three months. 

In the early months of 1947, the Bank of Italy tried to call 
back to life an old regulation establishing a maximum ratio of 
deposits (and therefore of loans) to the banks’ capital, a regulation 
which had become obsolete as a result of the war-time expansion in 
deposits. But the central bank’s plea that the old rule should be 
observed was too remote from present day realities, and the banks 
took little notice of it. The process of credit expansion continued 
unabated. It was ascribable partly to price increases and speculative 
stocking of goods, and partly to the expansion in imports (financed 
out of unrra aid and export proceeds) and in production levels 
— two developments acting, of course, as relieving factors from the 


supply side. 


21. At the beginning of June 1947, the fourth De Gasperi 
Cabinet, the first in the postwar period without Communist part- 
icipation, was formed. The Governor of the Bank of Italy, Einaudi, 
entered the Cabinet as Deputy Premier and Minister of the Budget. 
He was assisted by Professor Del Vecchio, also an outstanding eco- 


(19) Government funds and guarantees for the finance of reconversion were provided 
by ad hoc measures adopted in November 1944 and May 1946. These were followed, in 
September 1947, by the establishment of 2 55 billion lire Government fund to finance the 
mechanical engineering industries. 

(20) The Department of Labor index of raw material prices (1929=100) rose from 138.2 
in 1946 to 169.8 in 1947; the similar official British index (1938=100) from 221 to 280. 
Reuter’s index (18 September 1931 = 100) moved from 264 in the first week of May 1946 to 337 
at end of September 1947. 
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Cuart 7 - THE 1946/1947 INFLATION WAVE 
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nomist, as Minister of the Treasury. The announcement of the 
financial programme of the new Government accelerated tha fall 
in stock exchange and foreign currency prices which had started 
some weeks earlier. The new Government revived the Ministers’ 
Committee in charge of the supervision of credit policies, created 
by the Banking Law of 1936. At its first meeting, the Committee 
decided to introduce a new system of reserve requirements for the 
commercial banks. The decision was made known to the banks at 
the end of August and become effective on September 30. 

The monetary picture, at the time of this decision, was patchy. 
The liquidity position was growing tight. Central bank credit had 
not been expanded so fast as to offset the drain of excess bank 
liquidity into the currency circulation. However, the buoyancy of 
commodity prices continued. The blackest spot was the drain on 
the small reserve of foreign exchange which had been accumulated 
in the second half of 1946. The country had run out of dollars (21); 
it still held substantial sterling balances, but the British currency 
had relapsed into inconvertibility on August 20, and several basic 
dollar-area supplies (such as coal, cotton, oil, wheat) could not be 
obtained in sufficient amounts from sterling-area sources. The 
prospect of an exchange crisis in the near future strengthened the 


Italian authorities’ determination to force a change of climate by 
strictly applying the new discipline (22). 

The success which they had in reversing the trend of prices 
was aided by the taut liquidity and other conditions which had 
gradually developed in the economic system, while the inflationary 
wave ran its course. These conditions will be considered as a whole 
in the next section. 


(21) On the occasion of a lecture given before the Political Economy Association of 
Zurich in February 1956, the present Governor of the Bank of Italy, Menichella (who in 1947 
held the office of Director General of the Bank and since the entrance of Einaudi in the 
Cabinet was acting Governor) made it known that during the Annual Conference of the 
Governors of the Bretton Woods Fund and Bank that took place in London in Septem- 
ber 1947, Einaudi and himself informed their American colleagues, Snyder and Clayton, of 
the impending foreign exchange crisis in Italy. The two American officials could not help 
stressing that the appropriation of Marshall Aid by Congress would require a few more months. 

(22) The new reserve requirements were tailored to the then existing liquidity position 
of the banks, so as to tie up at the start as statutory reserves an amount (112 billion lire) 
almost equal to that (115 billions) held by the banks in the form of liquid balances and 
eligible securities deposited with the Bank of Italy and the Treasury. 

The requirements were as follows: each bank was allowed to dispose freely of deposits 
up to 10 times its capital and had to deposit initially with the Bank of Italy cash or Govern- 
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22. Short-term credit transactions during the 1946/1947 rekind- 
ling of inflation, and the related changes in the money supply and 
other liquidity holdings, are shown on the left-hand side of Table 5. 
The table describes the transactions of the Bank of Italy, and of 
the other banks taken as a single group, with each other and with 
three economic sectors: (1) the Government; (2) the business and 
personal sector, inclusive of local authorities and publicly owned 
enterprises, for which no separate data were available; and (3) fore- 
ign countries. 

In reading the table, it may be useful to keep in mind the 
following points: (a) Gross foreign exchange holdings are taken net 
of “loro account ” credit balances of foreign banks; other lire hold- 
ings of foreigners may be assumed to have been at the time practi- 
cally nil. (b) Government borrowing from the banking system is 
net of Government owned deposits (changes in which, however, are 
shown separately). (c) Transactions between the central bank and 
other banks (also shown separately) cancel out for the system as a 
whole. As a result of (a), (b) and (c) the expansion in the assets 
total of the banking system is matched by an equivalent expansion 
in the liquidity holdings of the business and personal sector. 

The data in the table are arranged to show the change in bank 
assets in the first row of totals (Columns 2 and 3), and the related 
changes in liquidity holdings underneath. Current accounts and 
other deposits (included under secondary liquidities) are shown 
where they belong, i.e. as being held either with the Bank of Italy 
or with the “other banks”. The attribution of the expansion in 
currency held outside the banking system to central bank or other 
banks’ transactions respectively implied an arbitrary, though minor, 
assumption. That is to say, the whole of the currency issued by 


ment securities to the amount of either (1) 20% of deposits over and above the free quota, 
or (2) 15% of total deposits, whichever was the lower. The reference date was Septem- 
ber 30, 1947. 

A 40% reserve had to be set aside against any increase of deposits occurring after this 
date, but an upper limit to the compulsory reserve was set by an overall 25% reserve- 
deposits ratio. 

Since that limit has now been reached by almost all the banks, it may be said that 
the actual reserve ratio is today 25% of deposits. No distinction is made between demand 
deposits and time or savings deposits so far as the reserve requirements are concerned, but 
ordinary savings banks, which receive almost exclusively time and savings deposits, were 
exempt frorn the requirements until October 1958, when future increments in their deposits 
were subjected to a special reserve obligation. 
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the Bank of Italy was treated as going to the business and personal 
sector (as distinguished from the banks); and the expansion in the 
cash balances of the banks was counted in the “ other banks ” column 
as a negative item. 

Not only the banking system, but also the Treasury creates 
liquidity. It does so both as an issuer of currency and as an issuer 
of Treasury Notes. The liquidity creation by the Treasury is shown 
in Column 4. The column also records as Treasury-created liquidity 
the balances deposited on current account at the Post Offices, balan- 
ces which are available to the Treasury. 

It was mentioned before that drawings by the Government and 
the banks on deposit balances held by them at the Bank of Italy 
are shown separately from borrowing transactions. Among these 
latter transactions, the discount of wheat bills is also shown separ- 
ately. The reason for making these distinctions lies in the different 
degree of control that the central bank can exercise in the various 
cases. The disposal over credit balances has at no time been subject 
to limitations, except in an indirect way through the establishment 
of statutory reserve ratios. The ineffectiveness of the central bank’s 
attempt to smother the inflationary flare-up of 1946/1947 was to 
some extent due to its lack of control over such balances. 

Again, the central bank had practically no power of refusing 
the rediscount of bills originating from the financing of the Govern- 
ment-sponsored system for the collection of wheat and certain other 
crops, which was part of the mechanism first of rationing, then of 
food subsidies. Losses incurred by the collecting system (ammasst) 
were a charge on the Government. Since the accumulated losses 
incurred by the Government on this account were higher at the two 
ends-of-period (September 1947 and December 1948) than the 
amounts of rediscounted bills outstanding at those dates, it has 
seemed appropriate to treat the whole amount rediscounted as a 
direct claim of the central bank on the Government. To Govern- 
ment borrowing proper, a statutory limit applied. 

Lending to the banks could be more effectively checked, since 
the central bank is not committed to accepting Government secur- 
ities as collateral for, advances, nor to providing automatic rediscount 
facilities for eligible bills (except for the loophole of the wheat bills). 
However, once a deposit of eligible securities has been established 
at the Bank of Italy as collateral for advances which the owner may 
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CHANGES IN HOLDINGS OF LIQUID | as: 
(Billions | of | 
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Bank | 
| Italy banks 
= — --- - ———— |--—— 
(1) | @ | (3) 
— —— - — — —j|— _ — - —_ 
Acquisition of foreign exchange by B. of I. and Exchange Office . = 
Extension of B. of I. credit to other banks. . . . . . . 36.6 36.6 
| Discounts of wheat bills by B. of I. oe 66.5 
| Statutory reserves held at B. of I. and related investments. . . 4.0 4.0 
Other B. of I. loans and investments . oe) > 54-1 
Deposits held at B. of I. by other banks and Gonmmen : «<4 ~ 115.9 | - 67.3 
| Direct investment of statutory reserves by other banks . . . . 7.9 
Loans and investments by other banks . . . . . « « 461.6 
Banking system as a whole .. Pe er ee ee ss 269.1 = 369.6 
Treasury short-term borrowing from the public 
Changes in holdings of financial assets by the business and | = ane _ 
personal sector | ‘Total 
money supply imei 
a ee ee 237.6 275.8 - 38.0 (d) 
current accounts ° ° ° ° ‘ . . ° ° 296.5 | - 8.4 287.9 
secondary liquidites . . . «© . « «2 we | 125.8 17 119.7 
all liquid holdings. . . . . . . . . «| 6599 | 
other financial assets (f) . . . - . « « « | 236.2 
een 
a eT | 896.0 | | 








(a) Figures in italics show changes in liabilities of the transactor to which the column relates. Local Ja 
(b) Excess of investment by Bank of Italy over statutory reserves held with it. 

(c) Inclusive of circular checks. 

(d) Issue of circular checks, net of increase in bank cash. The relevant figures in the two periods are fs, 
(e) Inclusive of deposits on current account at Post Offices. 

(f) As from following breakdown: 





Jul. 1946 Oct. 1947 
to Sep. 1947 to Dec. 1948 
Post Office Savings. . oc +e = Soe we « 58.7 170.9 
Long-term Government securities i *& oe = 113-6 3-5 
eas ee se ek Se oe! kk Oe le US 9-5 58.8 
a ee ee ee 54-3 82.4 
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October 1947 to December 1948 
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ment sons (a) | countries of Italy banks ment sons (a) | countries 
@ | © (6) (7) (8) (9) (10) (11) 
— 161.6 161.6 
26.6 26.6 
66.5 | 30-5 30.5 
3-3 (b)} 143-7 147-0 
43-0 | 11.0 | 162.4 146.4 16.0 
- 48.6 31.2 — 30-4 61.6 
7-9 92-9 92.9 
41.5 420.1 402.5 52-3 350.2 
207.6 431 — 353-2 582.1 497.5 366.2 161.6 
21.2 128.9 
) 0.2 295-6 — 34.0 _ 
17.0(e) 30.8 291.6 17.3 (e) 
4-4 26.8 324.5 111.6 
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authorities are included with business and persons. 





- 1,064.2 
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TABLE 5 





Total 


261.6 
339-7 
462.9 





315-6 


1,379.8 


54-4 and 25.2 billion lire for the issue of circular checks 92.4 and 59.2 billion lire for the increase of bank cash. 
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need in the future, such advances will normally be granted when 
asked for. 

Direct transactions by the central bank with the general public 
and the non-banking institutions are practically limited to accept- 
ance of deposits and the granting of advances on Government secur- 
ities. The volume of these transactions is small and decreasing. 


23. The size and direction of money flows through the main 
channels, during the inflationary run, followed a rather stable 
pattern. A new pattern emerged, however, after the introduction 
of statutory reserves and the reversal of price trends which accom- 
panied it. The contrast is brought out by the comparison of the 
left-hand side of Table 5, which sets out the figures for the fifteen 
months preceding the stabilization, with the right-hand side, dealing 
with a period of equal length following the stabilization (end of 
September 1947 to end of December 1948). The latter period covers 
about half the phase of falling prices which developed between the 
stabilization of September 1947 and the new turning point of mid- 
1950. That period is also marked by a stable pattern of money 
flows to and from the central bank. 

As the table shows, central bank transactions with the Govern- 
ment and with the banks were both major factors in the expansion 
of the credit base that marked the pre-stabilization months. New 
lending played a greater role than drawings on balances in the 
transactions with the Government, and a smaller one in those with 
the banks. Total drawings by the Government were 158 billion lire, 
of which 49 came from deposits. Drawings by the banks were 100 
billion, of which 67 were from deposits. Government borrowing, 
the largest of the four gross flows, mainly took the indirect form 
of rediscounts of bills to finance the losses of the wheat pools. 

The origin of the liquidity holdings of the banks has been 
discussed previously (Nos. 4 and 5). What remained of the infla- 
tionary fuel stocked during the war was now being burnt up. The 
balances at the disposal of the Government had been built up during 
the post-liberation lull in the inflationary process; they came from 
the Soleri loan, from Post Office Savings, and from other borrowing 
in the market. 

Government financing by the banking system fell mainly on 
the Bank of Italy. The stream of funds flowing from the central 
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bank was “ multiplied ” by the other banks (23) in accordance with 
the usual process of credit creation, to the benefit almost exclusively 
of the private sector. While the banks added only a moderate 
amount (41 billion lire) to their investments, they expanded their 
loans and advances from about 230 billion lire in June 1946 to about 
650 in September 1947. Only after the stabilization did the Treasury 


make larger use of commercial bank facilities and of the capital 
market. 


24. The relapse into open inflation brought with it the typical 
contraction in the ratio of the money supply to the national pro- 
duct, as well as a distortion in the pattern of liquidity holdings. 
The decline — observable ever since the end of the war — in the 
note issue component of the money supply came temporarily to a 
halt. The shift to deposits and secondary liquidities was resumed 
in the deflationary phase that followed. This is shown by the 
figures in the lower outside columns of Table 5, when those figures 
are adjusted for seasonal movements (the largest of which is the 
end-of-year expansion in the note issue) (24). Calculated from the 
adjusted figures, the expansion in the note issue, during the fifteen 
months following the stabilization, works out at 0.85 times the 
expansion in the previous fifteen months. The corresponding ratio 
for current accounts was 1.04; for time deposits and other secondary 
liquidities it was as high as 3.61, also owing to a shift back from 
long term securities (the Reconstruction Loan) to Treasury Notes 
in Government borrowing. The ratio for capital market assets was 
accordingly rather low (1.34), but the movement towards the long- 
term end of the spectrum of financial asset holdings proceeded 
further in later years (No. 37). 


(23) The term “ other banks ” or simply “ banks ” is taken to include ordinary savings 
banks as well as commercial banks. The term “ banking system” is meant to include the 
central bank as well. 

(24) For the coefficients of seasonal adjustment see Bank of Italy Report for 1954, 
p- 358. The seasonally adjusted figures of the increases are as follows (in billions of lire): 


Jul. 46 Oct. 47 
to Sep. 47 to Dec. 48 
222 188 
290 302 
124 447 


Currency . . 
Current accounts 
Secondary liquidities 





444 Banca Nazionale de! Lavoro 


D) Eleven years of stability and growth (1948-1958) 


25. By the autumn of 1947,:tension had developed in the 
liquidity position and in the general state of the market. The war- 
time inflated ratio of the money supply to the national product had 
moved back to the pre-war level by the spring of 1946; and the 
ratio steadily declined thereafter, as a result both of price and of 
production increases. The ratio of loans to deposits at the banks 


Cuarr 8 - THE NATIONAL PRODUCT AND THE MONEY SUPPLY 
MARCH 1946 to DECEMBER 1949 


rose from 42 per cent in June 1946 to 75 per cent in September 1947. 
Bank credit had been used to finance the stock exchange boom and 
to replenish stocks of goods. Again with the unwitting assistance 
of the banks, export proceeds had been left abroad, in expectation 
of a rise in the official lira exchange rate, a rise which materialized 
in November 1947, when the rate for the dollar was increased to 
575 lire. 

The predisposition of the economy towards deflationary develop- 
ments showed up in the sharp increase in the demand for liquidity 
following the reversal of expectations in September, and in the 
related changes in the money supply and the price level (Charts 8 
and 9). 

The expansion in the money supply continued at a high, though 
declining, rate. For currency, the monthly rate of increase con- 
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tracted from 3.4 per cent in the fifteen inflationary months to 2.3 
per cent in the nine months from September 1947 to June 1948, 
and to 1.4 per cent in the following two years. For current accounts 
the decline was smaller: during the three periods, the monthly rate 
of expansion first fell from 4.6 to 3.1 per cent, and then climbed 
back to 3.4. 

The expansion in the volume of bank credit outstanding was 
slowed, but at no time halted, except possibly in the crucial month 
of October, 1947. 

These movements were attributable to policy actions intended 
to prevent the development of a cumulative deflationary process, 
and to the liquidity-creating effect of the net inflow of foreign 
exchange. An unusually large amount of assistance was given by 
the central bank to the banks in the last quarter of 1947. The 
Treasury increased its expenditures to the point of incurring in the 
fiscal year 1947/1948 the largest budget deficit of the post-war period. 
In 1948 the acquisition of foreign exchange ranked almost equal 
with Government borrowing from the central bank as a factor in 
the expansion of the credit base. In 1949, when the effect of Govern- 
ment transactions with the central bank was deflationary, owing to 
the accumulation of the counterpart funds of foreign aid, it remained 
as the only expansionary factor. 

A decline of prices to a level which had been attained as late 
as the spring of 1946 was in the nature of a descent from a narrow 
peak on which no consolidated structure of debt had been erected. 
Nor did it eat into the profits which borrowers had realized, thanks 
to the depreciation of the currency, on the large mass of debt 
obligations contracted before May 1947. This favourable situation 
in respect of the outstanding, or recurrent money claims of lenders, 
Government and wage earners was a key factor helping business 
firms to maintain financial balance in a declining market. 

The general index of wholesale prices (1938=1) which had 
climbed from 26 in June 1946 to 51 in May 1947 and 62 in 
September, fell back to 51 in June 1948. 

A short revival of the upward tendency took place between 
June and October 1948, as a result of the higher official price for 
wheat that was adopted in the new crop year in order to reduce 
the burden of food subsidies, But slightly deflationary tendencies 
continued to prevail in Italy, in line with international develop- 
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ments; during 1949; and the price index eased to a low of 47 in 
June 1950. ’ 

The index of industrial production, seasonally adjusted, fell a 
few percentage points in the closing quarter of 1947 and production 
stagnated in the winter months of early 1948. It then recovered 
for a while, but suffered late in the year from a shortage of hydro- 
electric power and from the recession abroad. Expansion was 
resumed at a more secure pace in the spring of 1949; it started 
from levels roughly in line with the 1947 summer peaks and car- 
ried the index some 15 per cent above them, and 26 per cent over 
the 1938 average, by June 1950. 


26. Between the closing months of 1947 and the winter months 
of early 1949, while production stagnated, the country’s foreign 
exchange position improved substantially. A major debate developed 
at the time in Italy and the United States (administering ERP aid) 
about the policy implications of such divergent trends — the division 
of opinion cutting across the nationality line. One view found 
expression in the “country study” for Italy issued by the U.S. 
Economic Cooperation Administration (Eca) in February 1949 (25), 
which recommended a more “ aggressive” credit and investment 
policy. 

In the Italian Government, the influence of moderate opinion 
had been reinforced by the triumph of the Catholic party in the 
April 1948 elections. The Government kept to the Einaudi line of 
strengthening the lira, and, to foreign observers impressed by the 
high level of unemployment, may have seemed inhibited by an 
acute inflation consciousness. Though this factor did play a role, 
the facts of the situation gave the Italian authorities more rational 
motives for attaching a high priority to the replenishment of the 
foreign exchange reserves (26). 

Since the building-up of the stock of gold and foreign exchange 
had to begin almost from nothing, the size attained by that stock 
at the beginning of 1949 was still small when compared with pos- 
sible swings in the balance of payments, under conditions of expan- 


(25) Cf. also J. J. Kaptan, Economic Stagnation in Italy? (Yale Institute of International 
Studies, 1949); F. W. Rices, Italy’s Road Back (Foreign Policy Reports of the Foreign Policy 
Association, 15 May 1949). 

(26) A nicely balanced presentation of the cases for and against an expansive policy in 
1949 is offered by Lurz, op. cit. 
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sion, and imminent liberalization, of foreign trade. The holdings 
consisted in large part of pounds sterling and other inconvertible 
currencies. Their growth largely reflected the influence of non- 
recurrent factors, such as the disposal of stocks, the return of flight 
capital, and the granting of credit by foreign suppliers. To a lesser 
extent it reflected a surplus of current receipts over outgoings, con- 
nected with the conditions of bilateral payments agreements and 
with the artificial exchange rates prevailing at the time. 

The increase in foreign exchange holdings continued during 
the remainder of 1949, when, however, the simultaneous expansion 
in production made the policy alternatives less sharp. 

During the two years 1948 and 1949, the net accumulation of 
foreign exchange reserves amounted to some 600 million dollars. 
This figure was made possible to the extent of about 280 millions 
by the financing of imports through capital repatriation or balances 
held abroad but not included under official foreign exchange hold- 
ings in 1947, and to the extent of another 220 millions by long-term 
borrowing abroad (including erp loans) and by other foreign invest- 
ment in Italy. The favourable balance on current account (including 
grants among the credit items) provided the remaining roo millions, 
or that is one sixth of the total. 

The extent to which the current surplus was affected by the 
artificialities of payments arrangements and exchange rates, rather 
than by the basic relationships of competitive power, is shown by 
the development of the trade balances with Argentina and with the 
sterling area. In September 1947, a payments agreement was con- 
cluded with Argentina which, in addition to a large short-term 
credit line on both sides, envisaged a long-term loan to Italy. It 
was not long before Italy was making substantial use of both forms 
of credit to finance imports of basic foodstuffs, and her indebted- 
ness to Argentina increased by nearly 150 million dollars within 
nine months. It was partly due to these imports that the post- 
stabilization price drop was particularly sharp for basic agricultural 
commodities. From September 1948 on, however, the position was 
reversed: Italy reimbursed her short-term debt and, by September 
1949, was accumulating funds in Argentina for the servicing of the 
long-term debt. 

The conclusion in November 1948 of an Anglo-Italian pay- 
ments agreement put an end to the fluctuating market for sterling, 
which had been quoted for the past year at lira rates corresponding 
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to cross-rates of 3-3.30 pounds to the dollar. The acceptance by the 
Italian negotiators of the high official rate of 4.03 opened up the 
prospect of a substantial expansion of exports towards the sterling 
area; these expectations were in fact fulfilled by the accumulation 
of a surplus amounting to 60 million pounds in the space of nine 
months. The 30 per cent devaluation of the pound in September 
1949 (compared with one of only 8 per cent for the lira — from 
575 to 625 lire to the dollar) put an end to this process. 


27. The protagonists of a more active investment policy main- 
tained that the accumulation of foreign exchange reserves was 
harmful to Italy inasmuch as it led to a reduction in the share 
of erp aid allocated to her. Their argument assumed that the 
allotments to individual countries would be positively correlated 
with the size of their foreign deficits. This factor unquestionably 
played a role in the first phase of the aid programme: and, in so 
far as it referred to deficits incurred in the recent past, it must have 
favoured Italy, where, in the inflationary conditions of 1947, the 
import surplus of goods and services had reached an all-time record 
of 800 million dollars. A fairly stable pattern of aid distribution 
was maintained by kca in later years, when the replenishment of 
foreign exchange holdings came to be recognized as a legitimate 
use for aid received. Italy’s share of ERP grants and loans remained 
unchanged at 11°/, from the first period (April 1948-June 1949) to 
the second period (1949/1950) or that which followed the publication 
of the eca Country Study. It was raised to 12.7 per cent in 1950/ 
1951 (27). There may have been some scope for an upward revision 
of the amount allotted to Italy, but the contribution such a revision 
could have made towards relieving the balance of payments impact 
of a policy predicated upon an expansion of imports was a limited 
one. A needed sense of proportion is induced by the consideration 
that the total of the credit items on current account in the years 
1948 and 1949 was 3,500 million dollars. 

Italy’s policy of making the lira secure before embarking on a 
programme of expansion helped her- to avoid balance of payments 
crises in later years. In contrast to the three major countries of 
Western Europe, to Scandinavia and to the overseas sterling area, 
where the process of liberalization of foreign trade and payments 


(27) The absolute figures were of 668 million dollars in the first fifteen months, 403 
millions in 1949/50 and 237 millions in 1950/51. 
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had at times to be interrupted or reversed in order to husband 
limited foreign exchange resources, Italy was able to advance towards 
free foreign economic relations without a break. Liberalization took 
place in two stages. In the first stage (1950) the percentage of quota- 
free imports from oEEc countries was raised to 54° in January 
and 76°/, in September. In the second stage (November 1951) the 
percentage of liberalization was raised to 99°% mainly by the 
removal of quotas applying to manufactured goods, while duties were 
reduced by an all-round 10°%%. The liberalization of dollar imports 
proceeded at a slower pace than the foreign exchange position would 
have necessitated; it has Leen speeded up in recent years. 


28. In the early post-war years, the volume and direction of 
Government investment were dictated by reconstruction needs, 
especially in the sectors of transportation and public utilities, which 
had severely suffered from war destruction. 

The transition to a policy of consciously promoting investment 
took place gradually after the restoration of price stability; it gained 
momentum in the year preceding the Korean crisis. 

Emergency measures to relieve the plight of the mechanical 
engineering industries were quickly adopted in September 1947, 
when the liquidity squeeze deprived these industries of access to 
additional bank credit. 

In late 1947, the Government exempted from the payment of 
duty imports of machinery and of materials needed for the establish- 
ment of new industrial enterprises in the South, and appropriated 
funds for granting credit to industry in the same regions. 

A Government programme for subsidizing building activity was 
launched by Minister Fanfani in the second half of 1949. Invest- 
ment incentives might have been given with less risk in this sector 
than in others even in 1948. They would have been a way of 
offsetting the disincentive effect of rent control. The import content 
of building materials is low and factor proportions in building are 
variable within wide limits. Moreover, substantial unemployment 
existed in the building sector, and prices of materials, like those of 
foodstuffs, were declining. The desire to take advantage of Govern- 
ment subsidies provided a powerful stimulus to saving among pros- 
pective home owners, and the consumption goods thus released 
could have covered at least part of the needs of the newly employed 
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workers. The delay in Government action in the face of such 
favourable circumstances must be ascribed to a “ lagged reaction” 
to the change from an inflationary situation to a slightly defla- 
tionary one. 

The financing of investment from ERP counterpart funds was 
also slow to get going. This delay was partly due to the time- 
consuming procedures governing the release of funds by the kca 
authorities. The first substantial releases were made towards the 
end of 1949. 

In April 1950, 50 million pounds from the official holdings 
were allocated to the purpose of financing, at preferential interest 
rates, imports of machinery and other capital goods. 

In the case of the counterpart lire, the accumulation of the 
funds necessarily preceded their disbursement. This time sequence 
led to a strengthening of the deflationary pressures preceding the 
Korean crisis and of the inflationary stimuli following it. The 
lending out of foreign exchange was an additional factor working 
in this second direction. 


29. The investment policies of the Government in those years 
did not form part of any established programme. The idea of 
development planning was not familiar to Italian thinking, and 
the impulse towards its acceptance came from the activities and the 
procedures of international agencies such as oFEc, Eca, and the Inter- 
national Bank for Reconstruction and Development. 

The mapping of development programmes was first started as 
part of the required basis for the allocation of American aid. On 
that occasion (1948), the then Minister of Industry, Tremelloni, 
presented to o£Ec a long-term programme covering the four years 
of ere. The programme envisaged the attainment of international 
viability, i.e. balance of payments equilibrium, by 1952/1953; but it 
also made clear that viability was not to be interpreted as including 
full employment. 

The ca country study of February 1949 warned that “ given 
the shyness of private investment in Italy” the results envisaged in 
the Italian programme could be obtained only through “ the form- 
ulation of a national investment plan (included in a national eco- 
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nomic budget) and its implementation by Government departments, 
semi-governmental agencies and the banking system ”. 

Meanwhile, the 1sxp was sending to Italy its first fact-finding 
missions, which concentrated their attention on the development 
problem of the South. Italy was represented at the time, in the 
IBRD, by some of her most eminent citizens, i.e. by the Governor 
of the Bank of Italy, Menichella, in the Board of Governors, and 
by Professors Bresciani Turroni and Giordani in the Board of 
Directors. 

In 1950, the seeds which had been sown in the previous years 
germinated with the establishment of a special agency for the 
development of the South (the Cassa per il Mezzogiorno). This 
agency was endowed, through budget appropriations, with 1,000 
billion lire (1,6 billion dollars) to be spent over ten years (later 
raised to 2,040 billion lire to be disbursed over 15 years). In addition, 
all the loans so far granted by the 1srp to Italy (240 millions dol- 
lars) have been conveyed through the same agency to development 
projects in the South in the fields of power, irrigation and man- 
ufacturing industry. 


30. When the Korean war broke out, neither the banks nor 
the business and the personal sectors were in possession of any 
significant amount of excess liquidity, notwithstanding the preval- 
ence of deflationary impulses (28) during the previous two years. 
This seeming paradox is explained by the following factors: (a) The 
stock of money had lagged behind the national product in 1946/1947. 
As previously seen, it caught up with an expanding national product 
only in the second half of 1949 (chart 8). (b) The increase in Bank 
of Italy assets from September 1947 to June 1950 was matched, on 
the liabilities side, by increases in the note issue (which is tied up 
in wage payments and ordinary consumers’ transactions), in foreign 
aid counterpart funds and in compulsory reserve balances. Free 


bank deposits actually declined (29). 


(28) For the concepts of inflationary and deflationary impulses used here, cf. M. W. 
Hoxtrop, “ Ueber die Deutung monetarer Erscheinungen ”, Weltwirtschaftliches Archiv, Band 
79, Heft 2, 1957. 

(29) Bank of Italy assets expanded from 774 billion lire in September 1947 to 1,605 
in June 1950. (Government deposits, other than the counterpart funds, have been subtracted 
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in these conditions an autonomous process of inflationary financ- 
ing on the part of business could not proceed very far without 
forcing the banks into the central bank. The foreign exchange 
made available from official holdings to finance imports of equip- 
ment goods and the drawings on the counterpart fund balances 
(they were reduced from 261 billion lire in June 1950 to 134 in 
June 1951) were relieving factors. But a state of credit stringency 
developed in the spring of 1951 and some ineffective protests were 
raised against it. 

The effects of the “ Korean wave” are shown in Chart 1o and 
an analysis in terms of credit flows is given in Table 6. The whole- 
sale price index (1938=1) advanced by 20 per cent in one year 
(from 47 in June 1950 to 56 in June 1951) while average import 
prices rose by 34 per cent and prices of imported raw materials by 
45 per cent. Foreign exchange holdings stopped expanding in 1950 
and contracted in the first half of 1951. The high import demand 
kept the rate of growth in the money supply, during the twelve 
months, down to 12 per cent, the figure to which it had fallen in 
the previous twelve months (1949/1950). (The rate had been 18 per 
cent in 1948/1949 and 37 per cent in 1947/1948). The tightening of 
the monetary position was reflected in an increase in the loan-deposit 
ratio from 0.69 in June 1950 to 0.76 in June 1951; a decrease of 
the cash-deposit ratio from 11.6 per cent to 8.8 per cent; and a 
slight temporary reversal in the downward trend of the income 
velocity of money (Chart 1). 

The stringency came to an end after the passing of the June 30 
seasonal low. International raw material prices had been falling 
since March, and primary producers were now spending, with the 
usual time-lag, the foreign exchange acquired in the previous boom. 
Given the full employment of capacity existing in most Western 
European countries, Italy took up her role of marginal supplier, 


from Government borrowing). The changes in individual groups of items account for the 
following percentages of the total increase: 


Assets Liabilities 
Acquisition of foreign exchange . . 54 Currency ‘oe a a a ee we ee 
Lending to Government. . . . . 35 Counterpart fmads . . .....s 3 
Lending to banks . . . . . . . 411 (*) Statutory reserve deposits. . . . . . 28 
Other bank deposits . ..... .-—4 
ea es a ee Se ae 


(*) Includes small amounts lent to non-bank customers. 
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mainly of textile and engineering products and especially to the 
markets protected by imperial preference in the British Common- 
wealth. The boom in exports continued until the early part of 1952. 
Italy’s position in EPu swang round from a large cumulative debtor 
position (— 84 million dollars) in March 1951 to an extreme cred- 
itor position (209 million dollars) in February 1952. 


31. During the year following the outbreak of hostilities in 
Korea the banks were faced with a heavy demand for credit, while 
losing reserves through the foreign payments deficit. The rate of 
loan expansion which they attained (24 per cent) was lower than 
the rate reached in the recent past, in periods both of inflation 
and of deflation. It compared with per annum rates of 110 per 
cent from July 1946 to September 1947 and 33 per cent from 
October 1947 to June 1950. The central bank expanded its lend- 
ing to the commercial banks during the year by an amount almost 
equal to the increment in their reserve obligations. The whole 
expansion in bank assets consisted of loans to the business sector, 
the change in cash being nil and that in holdings of Government 
securities slightly negative. The expansion in the note issue was 
roughly matched by releases from the counterpart funds. 

The inflow of foreign exchange was the main source of money 
creation during the second half of 1951 and the early months of 
1952, after which the foreign payments position again turned against 
Italy. The contraction in liquidity associated with the loss of foreign 
exchange during the remainder of the year was more than offset 
by the effect of the increase in the budget deficit. 

The figures on the right-hand side of Table 6 show that during 
the backwash of the Korean wave (July 1951 to December 1952) 
four main sources of inflationary financing were used by the Govern- 
ment: (a) borrowing from the central bank; (b) the investment in 
Government securities of the banks’ statutory reserves; (c) the draw- 
ing down of the balance of the Erp counterpart funds; (d) the 
voluntary acquisition by the banks of Government securities. 

The last item was also fourth in order of importance; the 
expansion in bank loans over the same period was ten times larger. 
From mid-1951 to mid-1952, while industrial production marked 
time and prices declined, the rate of expansion of bank loans was 
maintained at 19 per cent; it climbed to 27 per cent from July 1952 
to June 1953. 
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32. The two cyclical movements shown in Tables 5 and 6 
provide the student of monetary phenomena with valuable illu- 
strations of the relationships between the foreign balance, domestic 
liquidity and the volume of credit. The relevant magnitudes are 
depicted in Chart 11. The chart takes in the years following 1952, 
so as to include a third major “ wave” which covered Italy along 
with the rest of Western Europe, i.e. the post-Suez deterioration 
in the balance of payments and the swing back to an impressive 
surplus which started in the third quarter of 1957. 

For each date (end of quarter) indicated, the chart shows the 
magnitude attained, during the twelve month period closing on 
that date, by the following phenomena: 


(A) the acquisition (or loss) of foreign exchange, which is 
shown on the negative part of the scale, since it may be taken to 
represent the liquidity deficit (or surplus) of foreign countries over 
the period, though of course it includes newly produced gold; 


(B) the Government liquidity deficit, consisting of short-term 
borrowing and the use of liquid balances; 


(C) the liquidity surplus of the rest of the economy, which 
for the sake of brevity is called the “ private sector”. This surplus 
is equal to the sum of the deficits (A) and (B), with sign reversed; 


(D) the change in the gross liquidity holdings of the private 
sector, which is equal to (C) plus the borrowing of the private sector 
from the banking system. 


The change in the indebtedness of the private sector towards 
the banking system is thus represented by the difference between the 
ordinate (D) and the ordinate (C). 

The chart makes it clear that the liquidity deficit of the Govern- 
ment was the principal channel by which private liquidity holdings 
were reconstituted in the year 1948. The creation of additional 
liquidity in the private sector slowed down during 1949, in con- 
sequence of the reduction in the liquidity deficit of the Treasury 
between the beginning of 1949 and June 1950, a reduction which 
was only partly offset by the growing external surplus. 

In the year of the Korean boom the roles of the two factors 
providing liquidity to the private sector were reversed. The liquidity 
provided by the expansion in the Treasury deficit was absorbed by 
the foreign payments deficit. Additions to gross liquidity were 
declining in magnitude up to September 1950 and those to net 
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liquidity were declining up to June 1951. This lag signifies that 
bank lending to the private sector between the two dates was relat- 
ively more important as a liquidity creating factor than it had been 
previously. 

Between June 1951 and March 1952, there took place the large 
expansion in liquidity associated with the balance of payments sur- 
plus; additional liquidity continued to be created at a rapid rate 


Cuart 11 - SECTOR LIQUIDITY POSITION, 1948 to JUNE 1958 





















































(A) Liquidity deficit of foreign countries. 

(B) Liquidity deficit of the Government. 

(C) Liquidity surplus of the private sector. 

(D) Gross liquidity holdings of the private sector. 


until towards the end of 1952 as a result of the budget deficit. The 
expansion of bank lending continued ‘at a high level. At the begin- 
ning of 1953, the current liquidity surplus of the private sector fell 
abruptly, as the Treasury deficit diminished and the foreign ex- 
change deficit increased. The downward movement in the growth 
of gross liquidity holdings was less pronounced since the expansion 
of bank lending was even more rapid than before. 
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From 1953 to mid-1956 (Suez) the movements were smoother. 
The Treasury deficit continued to contract, and the foreign exchange 
position improved; net liquidity formation was accordingly kept at 
an even level, while bank lending and the related gross liquidity 
formation went on expanding in line with the general development 
of the economy. 

The period July 1956 to September 1957 represented the first 
phase of the last wave: the Treasury position continued to improve 
while there was a slight deterioration in the foreign balance. After 
September 1957 the deterioration in the Treasury position (30) com- 
bined with the balance of payments surplus to bring about an excep- 
tionally large increase in liquidity, and the expansion of bank lend- 
ing slowed down markedly, so that the curve depicting net liquidity 
creation in the private sector draws near to that showing the change 
in gross liquidity. 

The inclusion of the three cyclical movements of the decade 
in the single picture just drawn makes it possible to distinguish 
more clearly the typical and atypical features of the movements 
which took place in 1952. 

(a) The improvement in the foreign balance between July 
1951 and March 1952 belongs to those features which are character- 
istic of periods of recession: it was present both throughout the two- 
year period 1948-1949, and after September 1957. The deterioration 
in the balance of payments position between March 1952 and the 
beginning of 1953 appears, however, to be atypical. 

(b) The increase in the Treasury deficit during the year 
appears as a typical aspect of periods of recession: it was present 
both in 1948 and after September 1957. What seems to be outside 
the normal pattern is the Treasury position in 1949, to which refer- 
ence has been made above (No. 28). 

(c) A phenomenon which merits attention and which is 
brought into relief by the 1952 experience is the uninterrupted 
expansion of bank credit in a period of recession. 

An analysis of these points is given in the next three sections. 


33- The November 1951 measures of import liberalization 
were adopted in view of the favourable turn in the balance of 


(30) Due not to a worsening of the budget position but to the suspension, in 1958, of 
the annual issue of Treasury Bonds which had been a feature of the years from 1951 to 1957. 
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payments. While the process of freeing foreign trade was marked 
by continuity and was unaffected by foreign exchange crises (No. 27), 
in its timing the foreign payments position did take precedence 
over considerations of business cycle policy. Had the liberaliza- 
tion policy been given a specific countercyclical function, it should 
have been introduced in the previous boom, when, however, reserves 
were dwindling. As it happened, the gates were opened wider to 
foreign competition at a time of declining domestic demand. 

The line taken by the Government at this juncture may be 
ascribed to the importance attached to the foreign exchange position 
in the formulation of policy as well as to a characteristic focussing 
of such policy on long-range objectives, and its lack of flexibility 
in the short run. Industry took up the challenge embarking on 
programmes of modernisation that heightened its competitive power. 

The rise in the trade deficit from 276 million dollars in 1950 
to 520 million in 1951 and 949 million in 1952 may be imputed 
to several causes: 


(1) The resumption of trade restrictions by France, Britain 
and the overseas sterling area, in the early months of 1952, aggrav- 
ated the fall in Italian exports which would in any case have accom- 


panied the end of the boom. Textile exports slumped from 716 mil- 
lion dollars in 1951 to 331 million in 1952. 


(2) A factor of a more general character increasing the 
deficit was the settling down of international prices at a level which 
was higher than the pre-Korean one. The index of import prices 
(1953= 100) had risen from 87 in 1950 to an average of 110 in 
1952. Applied to the 1950-deficit (of 276 million dollars) this 
increase meant an addition to the deficit in 1952 of 73 million 
dollars. A further addition, equivalent to an estimated 135 million 
dollars, was due to the deterioration in the terms of trade between 


1950 and 1952. 


(3) Imports of the goods that were liberalized in November 
1951 expanded in 1952 by 96 million dollars over the 1951 level. 


(4) Official policy tended to expand imports in more direct 
ways than through the liberalization measures: 


(a) During the years 1948 to 1950, the Italian Government, 
in conjunction with Eca, provided foreign exchange equivalent to 
250 million dollars (either directly from Erp loans, or indirectly by 
releasing lire from the counterpart funds) to finance imports of 


5 
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equipment from the United States. Because of the time that was 
technically necessary for the granting of the finance, and the placing 
of orders, and owing to the difficulty of obtaining deliveries during 
the Korean boom, the peak volume for these imports was reached 
in 1952. 

(b) The fund of 50 million pounds sterling made available 
in April 1950 for the purchase in the sterling area of machinery 
and equipment, and ships was drawn on in 1952 for financing 
imports equivalent to 25 million dollars. 


(c) As a means of assuring the national economy of the 
uninterrupted availability of supplies in any future political crisis 
that might occur, the Government, after the Korean experience, 
initiated in July 1951 a stock-piling programme. For this purpose 
there were imported in 1952 foodstuffs (grain, oil-seeds) and raw 


materials (copper, tin, rubber, coal) for a value equivalent to 40 mil- 
lion dollars. 


(d) Finally, at the same time as the liberalization meas- 
ures were taken in November 1951, 60 million dollars’ worth of 
EPU currencies were provided from official reserves for the granting 
of loans at especially low interest rates to finance imports from EPU 
countries and their associated territories. The imports made under 
this provision were concentrated in the year 1952. 


34. The figures for the budget deficits of the Government, 
whether calculated on a cash or accruals basis, show, during this 
ten-year period of stability, two peaks, relating to the fiscal years 
1947/1948 and 1952/1953 (Chart 5). 

The coincidence of these two peaks with years of a low rate 
of increase in output must be ascribed to the interplay of institu- 
tional factors and market adjustments which has effects that are 
as a rule in harmony with those of a deliberate anti-cyclical policy. 
A number of points are relevant in this connection. 

The level of the Government’s disbursements is influenced by 
its cash position, or that is by the level of tax receipts and of the 
proceeds of security issues. This second component is more vari- 
able than the first. The experience of post-war years has been that 
at times of active private demand, when concern zbout monetary 
stability was growing and the inflow of loan funds to the Treasury 
declining, both the legislative and the executive branch of Govern- 
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ment became reluctant to commit the State to new expenditure, 
and the Treasury itself tended to delay disbursements. At times 
of falling private demand, the easing of the Treasury position and 
the reversal in the nature of the Government’s worries made for 
greater willingness to pay off arrears and obligations currently fal- 
ling due, and for a readier acceptance of new spending commit- 
ments. As a result, aggregate disbursements have shown a tendency 
to reflect almost automatically the changes in the flow of funds 
seeking investment through the Government. Certain departures 
from this course will be mentioned later on. 

Little use was made of a flexible interest rate policy as a means 
of governing the size of this flow. The rate of interest on Treasury 
Notes (which were always on offer in unlimited quantities) was 
lowered by one point during the ten years 1948-1957. It was brought 
down from 5 to 4 per cent by two reductions of half a point each. 
In the conditions of high liquidity which prevailed in 1958 the rate 
was further reduced to 3%4 per cent. Nine-Year Treasury Bonds 
were issued during the years 1950 to 1955 at the nominal rate of 
5 per cent and at effective yields close to 5.9 per cent. The yields 
rose slightly in the years 1956-1957 when the market showed a cer- 
tain reluctance to absorb additional Government securities. The rate 
offered on the second type of medium-term indebtedness, the Postal 
Savings Certificates, was changed (downwards) only twice during 
the eleven years 1948-1958. 

Changes in the level of local Government spending are also, 
though somewhat loosely, connected with cyclical changes in the 
supply of savings. 

The local authorities finance their investments with funds 
obtained from the ordinary Savings Banks, from the Credit Con- 
sortium for public works (Consorzio di credito per le opere pub- 
bliche) (31), and from the Cassa depositi e prestiti which adminis- 
ters postal savings. The limit to the volume of their investments 
is set by the amount of finance obtainable from these bodies. In 
particular, the part of postal savings available to the local author- 
ities is the part which is not pre-empted by the Treasury. 

During the last ten years the factors just described worked in 
such a way as to give to spending, and to the deficit in the public 


(31) The local authorities discount with this body the annual contributions due from 
the Central Government or pledge their own tax revenues. 
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sector (32), cyclical movements in the same direction as, but of 
smaller magnitude than, the analogous movements in receipts from 
taxation and from loans (where the latter are taken exclusive of 


Cuart 12 - FORMATION OF FINANCIAL ASSETS 
AND RELATED BORROWING TRANSACTIONS, 1947 to JUNE 1958 
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borrowing from the central bank). Consequently the balance which 
was drawn from, or paid back to, the central bank likewise showed 
a cyclical movement. 


(32) The figures for the public sector shown in the table relate to the Central Govern- 
ment, to public services run by Government bodies (railways, highways, long distance tele- 
phone lines) and to the local Government authorities. They do not embrace the many industrial 
activities (in the regional telephone services, power, shipping, iron and steel, engineering, 
and chemical sectors, etc.) carried on by companies controlled by the two powerful Govern- 
ment holding-companies (IRI and ENI). These companies have so far followed investment 
criteria akin to those of private busincss. 

The figures for private sector borrowing at the banks includes small amounts borrowed 
at the central bank. 
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The interrelations with which we are concerned here are 
illustrated in Table 7 and Chart 12. 

The formation of financial assets, expressed as a ratio to the 
national product, reached its cyclical peaks in three out of the four 
periods of weak domestic demand shown in the table, i.e. in 1948, 
in the two sub-periods of the post-Korean recession (July 1951 to 
March 1952, and April 1952 to early 1953), and from September 
1951 up to the end of 1958. The growth of financial assets was 
slower in the fourth period of less active demand, i.e. the one from 
January 1949 to June 1950, when a powerful liquidity-restricting 
factor was at work, in the shape of the accumulation of the counter- 
part funds (33). ;, 

The extent to which the public sector contributed to the total 
increase in domestic indebtedness towards the banks and the capital 
market (34) was largest in the three periods of high availability 
of funds. The other two periods of weak demand presented dis- 
similar experiences. In 1949 and the first half of 1950 the large 
Treasury drawings from the market were in good part shifted on 
to the central bank. Between April 1952 and June 1953, on the 
other hand, the Treasury borrowed little from the market and 
drew directly on the central bank. Both periods were marked 
by a certain lack of responsiveness of Government expenditure to 
the supply of finance. During the first period, there was no 
effectively implemented business cycle policy; during the second, 
development policy measures superimposed their reflationary effects 
upon those of business cycle policy. The actual disbursements of the 
Fund for the development of the South (Cassa per il Mezzogiorno) 
did not reach massive proportions until 1952. In July of that year, 
again on the initiative of Minister Fanfani, a comprehensive law 
was enacted, designed “to foster development and increase employ- 
ment”. The law provided Government finance and subsidies for 
a variety of purposes of interest to wide social groups. Under it 
the investment programmes for the South and for depressed areas 


(33) The proposition that balance of payments deficits and surpluses affect liquidity is 
not meant to express a causal relationship. The primary impulse, in the line of causation 
leading to the balance of payments position, is given by the inflationary or deflationary 
behaviour of the transactors (Government, business and persons) inside cach country. Cf. 
Hottrop, op. cit. 

(34) It has already been pointed out (footnote No. 23) that the term “ banks ” excludes 
the central bank. The issuing of shares is considered as analogous to the raising of loans 
on the capital market, 
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in the North were broadened; a revolving fund was set up for 
financing farm mechanisation, irrigation and rural construction 
projects; a central institute was established (with Government- 
provided capital) for rediscounting loans granted by authorized 
banks to medium- and small-size industrial firms. Finance was 
also provided for land reclamation works, handicrafts, the con- 
struction of natural gas pipelines, shipbuilding, and make-work 
projects to relieve unemployment (both 1952 and 1953 were election 
years). To finance the last a special payroll tax was levied on 
industrial enterprises; the rate was 294 on wage payments and 4% 
on salary payments. 


35. In Chart 11 the quarterly formation of the gross liquid 
holdings of the private sector during the last decade was related to 
the changes in the individual forms of short-term debt from which 
it arises i.e. to short-term borrowing by the Government, to the 
liquidity deficit of foreign countries and to borrowing by the. private 
sector at the banks. It can be seen from the chart that its cyclical 
fluctuations were much narrower than those in its components. 

This fact is the result of the negative correlation between the 
movements of the components. Reference has already been made 
in the preceding section to the inverse relationship which existed in 
some periods (1949-June 1950, April 1952-June 1953) between the 
movement in Treasury borrowing from the central bank and the 
movement in the balance of foreign payments. 

An analogous relationship of substitution may be observed 
between the variations in the volume of bank lending to the 
private sector and the foreign balance. This relationship came 
into sharp relief (Chart 13) in response to wide fluctuations in the 
balance of payments, such as those which occurred from 1952 to 
1953 and from 1956 to 1958. 

Since the balance of payments on current account is equal to 
the difference between saving and investment of the domestic 
sectors, the deterioration in the balance between the period July 
1951-March 1952 and the period April 1952-June 1953 must be 
attributed to the fall in the savings-investment ratio which in fact 
took place (a) in the public sector and (b) in the business sector, 
and which was not offset by the rise that occurred (c) in the 
personal sector. 
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(a) In the public sector, the fall in the savings-investment 
ratio was due to the large expansion in investment outlays not 
financed by American aid, in current expenditures for raising the 





Cuart 13 - QUARTERLY CHANGES IN THE VOLUME OF BANK LOANS OUTSTAND- 
ING (SEASONALLY ADJUSTED) AND IN FOREIGN EXCHANGE HOLDINGS 














salaries of Government servants, for social assistance, and for reliev- 
ing unemployment, these last expenditures being classified on the 
margin between investment expenditures of minor usefulness and 
subsidies (No. 34). 

(b) In the business sector, the fall was due to the decline 
in the volume and prices of exports, to wage increases, to the weak 
domestic demand for consumers’ goods, to the high level of fixed 
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investments (undertaken in order to affront foreign competition 
after the liberalization of imports and in order to take advantage 
of the special facilities offered by the Government for financing 
imports of equipment), and, finally, to the rise in the prices of 
imported raw materials above the pre-Korean levels (No. 33), and 
to the involuntary accumulation of stocks in the warehouses of 


producers. 


(c) The increase in saving in the personal sector was due to 
the marked improvement in wages and salaries (between 1951 and 
1952 earnings among the relevant group rose by 10 per cent) and 
the lower propensity to consume after the buying wave of the first 
post-Korean year (35). 

Looking at the movement in bank lending by itself, we should 
notice that, during the eleven year period which we have been exam- 
ining, the cyclical variations in the net liquidity of the private sector 
resulted from opposite cyclical movements in the positive component 
consisting of bank deposits (36) and the negative component repre- 
sented by borrowing from the banks. 

The extent to which one or the other component reflects the 
movement in the foreign exchange position is obviously linked 
to the degree of dependence on bank credit of producing firms, 
and in particular of those which rely in large measure on 
purchases and sales abroad. In the case of Italy dependence on 
bank credit is especially high among firms engaged in the raw 
materials branch of the import trade. 

It is also affected by variations in the distribution of liquidity 
within the private sector. Since the firms as a whole are net debtors 
of the banks while persons are net creditors (consumers’ credit 
granted by the banks being an item of little importance) a shift 


of liquidity from firms to persons, such as occurred in 1952, has 


(35) An analysis of the way in which sales of consumers’ goods, wages, and other 
series that are indicative of liquidity conditions in the personal sector (currency in circulation, 
savings deposits) moved in relation to cach other during the 1950/1953 cycle has been made by 
the present writer and by A. Occnuto in one of the essays written in honour of Luigi 
Einaudi and published in the volume Conéributi all’analisi di alcuni fenomeni trattati nella 
relazione del governatore (Servizio Studi Economici, Bank of Italy, 1954). 

(36) The holding of Treasury notes is mostly confined to the banks and is thus of 
small importance as an element in the liquidity position of the private sector. 
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the effect of increasing bank loans and deposits at the same 


time (37). 


36. The three years between mid-1953 and mid-1956 were 
marked by sustained economic growth without significant cyclical 
movements. 

The first phases of the economic development policy have been 
mentioned in the preceding sections. They comprised: the for- 
mulation of the four-year programme submitted to the o£Ec; bor- 
rowing from the rprp for the development of the South, and the 
establishment of the Cassa per il Mezzogiorno (No. 29); the use 
of erp funds and of foreign exchange resources for financing indus- 
trial investments; and measures for the expansion of employment 
(No. 34). Such a policy was finally given systematic form, in terms 
of a ten-year programme, at the beginning of 1955, when the Italian 
Government submitted to the o£Ec projections of the development 
in employment and income, over the next ten years. This pro- 
gramme came to be known as the “ Vanoni Plan” after the then 
Minister of the Budget. The targets of the plan were the main- 
tenance of a 5 per cent annual rate of increase in the national 
product over the decade and a 3 to 4 million increase in the number 
of employed persons. These results were predicated upon the 
assumption of an increase in the gross investment ratio from 20.5 
to 25.4 per cent during the decade (i.e. of a marginal investment 
ratio of over 30 per cent) to be obtained with the aid of a policy 
of wage restraint and massive capital imports. The document did 
not enter further into the policies and instruments which would 
be needed to implement the plan, except for the mention of the 
branches of activity (public works, public utilities, agriculture and 
building) in which Government action should be concentrated in 
order to provide the impulse to economic expansion. Vanoni died 
at the beginning of 1956 and his plan was never made more definite; 
however, it exerted in more than one way a positive influence on 
the course of economic policy and on the political balance in Italy. 
It created, at home and abroad, a more lively realisation of the 


(37) Even changes in the distribution of liquidity merely between the firms have the 
effect of contracting or expanding bank assets and liabilities (cf. the two articles by E. Lunp- 
BERG and B. SenneBy, in Skandinaviska Banken Quarterly Review, July 1956 and January 
1957). Unfortunately, in the case of Italy, information about inventory changes and the 
ownership of bank deposits is lacking so that we are unable to examine this effect statistically. 
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problem of economic development in Italy and of the duties deriv- 
ing from it. It also created a certain community of purpose between 
a middle-class Government and the trade unions. It provided cri- 
teria for screening proposals for Government expenditure. By defin- 
ing the aims of policy in aggregate income and employment terms, 
it helped the Government resist pressures for the protection of 
sectional interests. It did so more effectively than was the case 
under Fascism, when the emphasis had been on self-sufficiency 
and prestige. And it promoted efficiency more directly than a 
purely socialistic formula of equal shares and nationalisation would 
have done. By making clear the dependence of employment and 
productivity on investment it vindicated the social function of 
saving (38). 

While continuing to provide a restraint against the deflection 
of Government policy away from the major aims set out in 1955, 
the plan has not evolved towards operationally more satisfactory 
forms. 

It has not prevented a deterioration in the pattern of Govern- 
ment expenditure. The share of investment in the latter has 
continually decreased throughout the last decade in consequence of 
the more rapid expansion of several current items such as salaries, 
war pensions, assistance, defence, interest on the public debt. 
Investment expenditure accounted for 32 per cent of total expen- 
diture in 1950/1951; its share fell steadily after that, reaching 17 


per cent in 1957/1958 (39). 


37. The ratio between borrowing by the public sector from the 
banking system and the financial market and borrowing by the 


(38) On the last point, cf, L. Emmaup1, “ Di Ezio Vanoni e del suo piano”, Prediche 
Inutili, No. 2, Turin, 1956 

(39) On Einaudi’s accession to the Presidency in May 1948, the office of Minister for 
the Budget was taken over by Pella, who held it until the end of 1953, when he was 
succeeded by Vanoni. The disruption of the tax collection system, the urgency of recon- 
struction needs and the sharp contraction of certain items of expenditure (such as defence 
and the servicing of the public debt) through defeat and inflation made, in the early 
post-war years, for a high deficit and a high proportion of investment expenditure. The 
gradual return to normalcy was marked by a diminishing deficit and the climb of current 
expenditure towards ever higher levels. Quite naturally, the limiting of the deficit under 
Pella, and the protection of investment expenditure against the swelling stream of current 
expenditure under Vanoni took, in turn, first place among policy aims. Both men fought 
against the main weakness in their budgets and their policies came to be identified not so 
much with the actual structure of such budgets, as with their efforts to improve it. 
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private sector from these same sources (40) fell from 1.1 in the 
years 1947/1948 to 0.55 in the period from April 1952 to September 
1957. 
Along with the shift of financing towards the private sector, 
there took place (No. 24) a relative expansion in the flow of long- 
term funds. This rose from 23 per cent of the total growth in 
financial assets in the years 1947-1948 to 50 per cent in the period 
from April 1952 to September 1957 (41). Among the components 
of this flow, that which grew most was bond issues by the special 
institutes for medium- and long-term credit and by the two State 
holding companies (IRI and ENI). This item constituted about 
a third of the total flow of long-term funds to the private sector in 
the years immediately following the stabilization; in the years 
1954 and after it formed about a half. 

The network of institutes which grant credit to industry and 
for public works, and which in the years immediately following 
the war consisted of three institutes of a national character and of 
the three autonomous sections constituted respectively by the two 
Southern banks (the Bank of Naples and Bank of Sicily) and by 
the Banca Nazionale del Lavoro, was gradually widened in subse- 
quent years, with the creation, in 1947, of a bank-sponsored agency 
for medium-term credit, and, in the years 1952 and after, of a 
network of regional institutes (with a central rediscounting body) 
for loans to small and medium-sized industry. These institutes 
finance their operations by issues of bonds and with funds provided 
by the Government. At present there is growing up alongside them 
a second network of regional bodies (consisting of the autonomous 
sections of the mortgage banks) for financing public works and 
undertakings of public utility. 

In fact monetary stability, by facilitating the marketing of 
fixed-interest bearing securities, has made it possible for Italy to 
consolidate and institutionalize that separation between short- and 
long-term credit business which was sanctioned by the Law of 
1936 and which distinguishes Italian practice from that of other 
countries (42). It may be doubted, on the other hand, whether 


(40) The first is taken as the sum of columns (1) and (3) in Table 7 and the second 
as the sum of columns (4) and (5). 

(41) Ratio between column 12 and column 9g in Table 7. 

(42) Especially France, Cf. A. Roux, “Long and Medium Term Industrial Credit in 
Italy *, Banca Nazionale del Lavoro Quarterly Review, No. 41, June 1957. 
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it is wise to go on adding to the number of regional bodies. Not 
only are the conditions on which they can raise funds on the 
market less favourable than those which the large national institu- 
tions have succeeded in obtaining; but they tend to select the invest- 
ments to be financed in a way which loses the advantages of an 
overall view without gaining those of a competitive system. 


38. Between 1953 and 1956, the gross investment ratio rose 
without interruption from 20.2 to 21.5 per cent. The average 
annual increase in the national product in real terms was 5.5 per 
cent, with relatively small variations due in good part to the 
changing harvest results. The general index of wholesale prices 
(which in 1953 stood at 96.9 on the base 1948=100) was steady 
between 1953 and 1955 (the index being 96.5 in both years), and 
rose to 98.2 in 1956, in consequence of the poor harvest. The 
wholesale prices of manufactured goods fell between 1952 and 
1956 by 8 per cent while those of foodstuffs rose by 10 per cent. 
The ratio between the money supply and the national product 
rose slightly (1956: 0.31; 1956: 0.32). The deficit in the balance of 
payments on current account went on declining: from 586 million 
dollars in 1952 to 450 in 1953 and 226 in 1956. 

The period between the end of the Korean cycle and the 
disturbances caused by the Suez adventure is thus clearly distin- 
guished by characteristics of stability with development in all the 
three fields, of production, the balance of payments, and prices. 
It thus differs both from the preceding post-war years, when there 
were moderate fluctuations in production about a rising trend and 
wide movements in the balance of payments and in prices, and 
from the years 1957-58, which were marked by a slowing down 
in the rate of growth in output and by large fluctuations in the 
balance of payments. 


39. The preceding analysis, supplemented by other points, 
makes it possible to attempt a definition of the economic variables, 
and of some of the relationships between them, that have been at 
work during the period 1946-1958. 


(A) Factors Making for Development. 


(a) International aid made it possible to intensify, after more 
than ten years of rigid self-sufficiency, the utilization of domestically 
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available factors of production, in the form of equipment and 
labour. A high proportion of the national income was devoted to 
investment purposes. This came about as the result of: 1) the 
normal effect of a rapid expansion in income (43); 2) the propensity 
to invest encouraged by the high yield (in terms of utility or profit) 
of investments for the reconstruction and repair of public works, 
buildings, productive plant; 3) the allocation to investment purposes 
of the counterpart funds. The large additional income flow meant 
that the high level of investment which generated it was reinforced 
in the manner indicated under 1). 


(b) Government expenditure out of the budget became more 
heavily concentrated on investment as the outlays for the colonies, 
defence and the public debt declined. This was part of the general 
reorientation of Government policies towards aims that were 
defined in terms of domestic income and employment, and away 
from the old political ambitions. 


(c) The achievement of better consumption standards and the 
fuller satisfaction of the basic needs for foodstuffs has caused a 
shift in the composition of marginal demand towards an increasingly 
large proportion of industrial products and a smaller proportion 
of agricultural products. In 1938 the income produced in agri- 
culture was almost equal to that produced in industry. To-day 
the one is about 50 per cent of the other. The large role of agri- 
culture in the formation of national income in 1938 meant that this 
phenomenon has been more important in Italy than in countries 
with a longer industrial history. 

This structural change has tended to speed up the rate of 
increase in productivity and to create a “ virtuous circle” in which 
the benefits of improved productivity are passed on to the workers 
in the form of wage increases and to the rest of the community in 
the form of reductions in the relative prices of manufactures — a 
factor which further promotes the shift in demand. The expansion 
in production, together with the population growth, made it easier 
and socially less disturbing to adapt the structure of production 
to the changing pattern of demand. 


(43) The effect may be seen from the series of figures of the national product and of 
investment since 1861 published in the Annali di Statistica, series VIII, Vol. g (Istituto Centrale 
dj Statistica, 1957). Cf. F. D1 Fenizio, “La funzione del consumo in Italia come legge di 
lungo periodo ”, L’Industria, January-March 1958. 
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(d) Italy is an exporter of “ non-essential ” goods, the demand 
for which is highly income-elastic. In the early post-war years, 
foreign demand was depressed by the fall in standards of living 
and by austerity policies. Rising incomes, and the gradual removal 
of controls on spending and on foreign trade have raised it much 
beyond pre-war levels. At the same time the maintenance of high 
levels of employment in many countries has attracted Italian 
immigrants and thus swollen the flow of workers’ remittances to 
Italy. The high level of foreign demand, and the weakening of 
pressure groups after the downfall of the corporative state, made 
for less restrictionism in foreign trade and increased competition 
at home. 


(B) Factors Leading to Monetary Stability. 


(a) The development factors referred to under (A). 

The high rate of income growth provided the means whereby 
considerable increases in nominal wages could be granted within the 
limits of the increase in productivity. Wages in industry, after a 
sharp upward movement (22 per cent) between 1947 and 1948, rose 
less fast than productivity and allowed the firms to pay dividends 
on the capital invested, to bear an increasing tax burden, and to 
lower the prices of manufactures, thus providing a counterweight to 
the rise in agricultural prices. The movement from the average 
monthly price level in 1948 to the level in November 1958 represents 
a fall of 8 per cent in the case of manufactures (semi-finished and 
finished products) and an increase of 6 per cent in the case of 
foodstuffs. 


(b) The response to the experience of monetary stability which 
stopped capital flight abroad or into “ refuge ” goods. 
(c) Monetary policy in its cooperating role (No. 40). 


(C) Cyclical Factors. 


(a) The three big cyclical movements of 1946/1949, 1950/1952, 
and 1957/1958 began simultaneously with the appearance of boom 
conditions on the international raw materials and freight markets. 
Alongside this foreign component there was in 1946 significant pres- 
sure towards inflation from a domestic source (lifting of the controls). 
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The amplitude of the inflationary swell was proportionate to the 
pre-existing liquidity situation and to the creation of new liquidity 
which took place during the process. In each case the latter led 
up to a situation of monetary stringency followed by a phase of 
recession associated with the reconstitution of liquidity holdings. 


(b) The position which Italy occupies as a marginal supplier 
on markets which belong to preferential systems (Commonwealth 
and the French franc-area); the analogous position of Italy as a 
supplier of labour. Lacking protected markets, the Italian textile 
industry works at full capacity only in times of peak demand on the 
world market. Non-essentials almost invariably bear the brunt of 
import restrictions imposed for balance of payments reasons. On 
the labour market, Italy acts as a stabilizer for third countries, 
which invite or send back immigrants according to their own 
labour position. 


(D) Factors Dampening Cyclical Fluctuations. 


(a) The factors leading to monetary stability. 


(b) The responsiveness of Government spending to the increase 
in the flow of funds to the Treasury in periods of recession. 

(c) The anti-cyclical policy adopted in 1952 and, in more 
systematic fashion, in 1958. 

(d) The importance of currency in the total monetary hold- 
ings. The currency holdings are mainly in the hands of the non- 
business public. This part of the public is less responsive to price 
movements and to opportunities for profit. At times of inflation, 
it absorbs cash in a manner which exerts a dampening influence on 
the inflationary process. For, this cash absorption, by decreasing 
the liquidity of the banks, reduces the coefficient of expansion 
applying to the funds available to the banks at the central bank (44). 


(ce) Investment in manufacturing, which responds cyclically to 
the mechanism of the accelerator, accounts for a smaller propor- 
tion of total investment than is the case in other more highly 
industrialized countries. Investment determined in accordance with 
long-term programmes (public works, agriculture and public utili- 


(44) Cf. “Monetary Analysis in Italy”, Staff Papers of the International Monetary 
Fund, February 1957. 
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ties) or moving couatercyclically (construction) accounts, on the 
other hand, for a large proportion of total investment. 

(f) Lags between the domestic cyclical movement and the 
international one, meaning that, both in 1948 and during the early 
stages of the recession of 1951/1952, foreign demand acted as a factor 
helping to keep up aggregate demand. From November 1948 to 
September 1949, the same effect was exerted by the over-valuation 
of sterling. 


(g) The variety of commodities entering into Italy’s exports 
and imports. The intermediate position occupied by Italy in the 
process of transition from an agricultural to an industrial economy 
is reflected in the composition of her foreign trade. On the export 
side, a number of non-staple agricultural commodities, together 
with the products of their first processing, appear side by side with 
manufactured goods, while the latter still account for an important 
part of imports along with raw materials and basic agricultural 
commodities (cereals, meat and fats). When the goods are classified 
according to their end use, it appears that both consumer goods and 
capital goods enter largely the country’s imports and exports. 

The balanced composition of Italy’s international transactions 
has a smoothing effect on the cyclical fluctuations in her terms of 
trade, which thus present a greater stability than those obtaining 
between highly industrialized countries (England, Germany) and 
primary producers (overseas sterling area), or than those confronting 
countries which specialize in the export of investment goods 
(Sweden, Finland, Belgium, Luxemburg) or of consumer goods 
(Denmark). 

Moreover Italy’s importance as an exporter of fruit and vege- 
tables means that in this sector there is an inverse correlation 
between charges in supply (depending on harvest variations) and the 
prices reached; the consequence is that receipts are kept fairly stable. 

(h) The position of equilibrium in the balance between 
inpayments and outpayments on account of freights: this tends to 
insulate the balance of payments from ups and downs in the most 
changeable of international prices. 


4o. In the eleven years from September 1947 to September 
1958, the assets of the central bank — consisting of gold, foreign 


6 
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exchange, and amounts due from the Government (45) and from 
the other banks — increased at an average annual rate of 13 per 
cent (from 796 to 3,030 milliards); and loans and investments of 
the other banks at an average rate of 20 per cent (from 950 to 6,800). 

In exercising control over this rapidly expanding credit system 
the monetary authorities have made only limited use of the instru- 
ments described in the textbooks (discount rate, reserve require- 
ments, open-market operations) and have preferred to rely on the 
less conspicuous and more flexible methods of action that were 
available to them within the Italian institutional framework (46). 

The official discount rate, after it had been raised from 4 to 
5% per cent in September 1947, was brought down again first to 
4% per cent in April 1949 and then to 4 per cent in April 1950. 
It remained at this level until June 1958, when it was lowered to 
3% per cent. The rate for advances on Government securities, 
which had stood at 414 per cent since 1938, was reduced to 314 
per cent in two steps (in 1949 and 1958). The statutory reserve 
ratios imposed in 1947 have been kept unchanged, except that in 
January 1953 eligibility for deposit as reserves was restricted to 
Treasury Notes, to the exclusion of longer-term securities. The 
Bank of Italy does not carry out large or frequent open market 
transactions; and there are no specific regulations governing stock 
market and consumer’s credit. 


(45) Among the stabilization measures taken in 1947 was a decree, issued in December, 
enunciating the principle that no new advances could be made by the Bank of Italy to the 
Treasury without specific legislative provision. In late 1947 a mew advance to the Treasury 
of 100 billion lire was authorized by ad hoc legislation. In May 1948, a statutory ceiling 
was set to the Government’s overdraft on its current account with the Bank, WHowever, 
Government borrowing from the central bank has taken roundabout ways: 


(a) Through the investment of statutory bank reserves — either directly by the 
commercial banks or via the central bank — the Government shares automatically in the 
expansion of bank credit. 

(b) By rediscounting wheat bills, the central bank has financed the losses of the 
collection agencies, losses which are a charge upon the Treasury. 

(c) In the years between 1950 and 1954 the Italian Foreign Exchange Office surren- 
dered to the Treasury foreign exchange to the value of 300 million dollars for the purpose 
of financing Government stockpiling and Government lending to the private sector. The 
Treasury’s debt to the Exchange Office has been partly turned into Government securities 
which the Exchange Office has handed over to the Bank of Italy. 

(46) Cf. “The Contribution of the Banking System to Monetary Equilibrium and 
Economic Stability: Italian Experience ”, a lecture delivered by D. MenicHetta, Governor of 
the Bank of Italy, to the Zurich Economic Society in February 1956 and published in the 
Banca Nazionale del Lavoro Quarterly Review, No. 36-37 of 1956. 
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But: 

(a) The Bank of Italy has discretionary powers regarding access 
to rediscount facilities, to which no bank is automatically entitled, 
not even within predetermined ceilings. To the extent that the 
Bank uses these powers, central bank credit rationing takes the 
place of bank rate policy. Only “ wheat bills” enjoy practically 
unlimited rediscount facilities. 

Such powers also cover the extent to which the central bank 
will accept eligible securities as collateral for advances to other 
banks (and, of course, to private individuals and non-banking 
institutions, from which the Bank’s facilities are being gradually 
withdrawn). 

Advances and discounts to banks are, as a rule, granted liberally 
when it is a question of meeting local needs (for banks having 
widely scattered branches) or seasonal liquidity needs; but perma- 
nent financing of statutory reserves by the central bank is avoided. 


(b) Individual lines of credit exceeding one fifth of the capital 
of the bank extending them are subject to Bank of Italy approval. 
Banking statistics, a special file for advances “in excess of the 
fifth ”, information supplied by the Bank of Italy’s branches, and 
cooperation with institutions granting medium-term credit, provide 
the factual and background material for the Bank’s decisions in 
this field. This means that, although the evaluation of the business 
risk remains the responsibility of the lending bank, the central 
bank can take into account the general credit position and prevent 
undesirable uses of bank funds, such as the financing of fixed 
investment or of speculative stock accumulation. 


(c) The central bank may influence, through moral suasion, 
bank operations not directly under its control, such as the use of 
foreign credit lines or the keeping of “free” deposits on current 
account with it. 

(d) The lending of foreign exchange out of official holdings at 
proper times and for specified purposes has formed part of stabili- 
zation and development policies. 

(e) Public issues of securities are subject to the approval of an 
Interdepartmental Credit Committee. 


(f) The Bank of Italy heads the issuing syndicates that are 
formed for the flotation of new Government loans. The size of the 
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issue is decided in the light of the current monetary position. The 
syndicate will establish the underwriting commitments of each bank 


and a set of incentive commissions and penalties designed to ensure 
their fulfilment. 


41. The rules concerning the limits on Treasury indebtedness 
to the Bank of Italy and the policy followed by the latter in 
granting accommodation to the banks give to the supply of central 
bank credit an elasticity sufficient to meet seasonal and cyclical 
changes in the demand for money. Over the long period the 
additional demand for money due to the expansion of income has 
been satisfied through the investment of the statutory reserves of 
the banks and through the acquisition of official gold and foreign 
exchange reserves. The importance of these two components and 
the related change in the structure of the Bank of Italy’s balance 
sheet during the decade 1948-1957 are shown in Table 8. 

The high figure for the accumulation of foreign exchange may 
cause some observers to suspect that a deflationary pressure was 
exerted on the Italian economy during the ten-year period and that 
apart from the primary effect of the conversion of real resources 
into claims on foreign countries, there may also have been secondary 
effects tending to restrict the growth of income. 








Taste 8 
BANK OF ITALY: MAIN BALANCE SHEET ITEMS (1) 
[ i gees ORI Ri Sw 
| End of 1947 | End of 1957 
(billions of lire) 

Assets: | 
Ce 2 5S & we & J fe 88 120 
Discounts of “wheat bills”. . . . . . . 100 380 
Investment of statutory reserves. . . . . . 73 345 
Other lending to Government . . . .. . 636 1,121 
Gold and foreign exchange . . . . . . . 49 719 

Liabilities: 
Notes in circulation. . . ....2. =. 788 1,914 
Statutory reserves (ee Ss & «6 6 Ss 73 545 
ee GO KO Rw 55 61 


(1) For more detailed analysis and definition of the items see Bank of Italy Report 
for 1957, Table 152. 
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This suspicion is not confirmed either by the monetary analysis 
given in the preceding sections, or by the movement of income and 
prices (except possibly in the year 1949). 


Cuart 14 - BALANCE OF PAYMENTS POSITION, 1948 to JUNE 1958 
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The contrast between the two diagnoses is explained by two 
considerations : 


(1) The prevalence during the ten years of inflationary ten- 
dencies in the Western world. 

Notwithstanding the system of fixed exchange rates, the addi- 

tional demand for money due to the expansion of real income has 
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modified the inflationary effect of the accumulation of foreign 
exchange. 


(2) The amount of foreign exchange acquired was a little 
in excess of the net import of capital during the ten years, and 
equivalent to about 4o per cent of the sum of net capital imports 
and foreign aid (Chart 14). On some occasions to which reference 
has already been made the growth in foreign exchange reserves was 
held in check by the direct method of making foreign exchange 
loans to firms (47). 


42. The Suez crisis provoked, in the second half of 1956 and 
the early months of 1957, an upward movement in prices and in 
freight rates and heavier buying, giving rise, in the case of Jtaly, 
to limited losses of foreign exchange reserves. 

After the turning-point in the international cycle — which 
seems to have occurred in September 1957 — the improvemen: in 
the terms of trade and the drop in the quantity of imports turned 
Italy’s balance of payments on current account in her favour. 

The increment in official reserves of foreign exchange reached 
a new high level (700 million dollars in the twelve months October 
1957 to September 1958). The present phase is characterised also by 
a fall in interest rates, both short- and long-term, and by the 
slowing down in the rate of growth in output (48), which is being 
combatted by a policy — initiated at the beginning of 1958 — of 
heavier spending in the public sector and the investment programmes 


(47) Between 1948 and 1950, the Government has put at the disposal of industry for 
the financing of equipment purchases in Italy and abroad an amount equivalent to about 430 
million dollars drawn from the official reserves of sterling (No. 28) and the lira counter- 
part funds of foreign aid. The funds thus lent were used for the most part to finance 
imported equipment (No. 28 and No. 33). The proceeds of the loan repayments were used 
for new financing; those from the loans made out of ERP funds being turned over to the 
Cassa per il Mezzogiorno, and those from the sterling loans being passed to the Central 
Institute for medium-term credit to medium and small industries (No. 34). 

In addition the Government used 170 million dollars to finance stockpiling, and 
* granted in the years 1951-1952 short-term credits, equivalent to 60 million dollars, in EPU 
currencies for financing imports of raw materials (No. 33). 

(48) The growth of investments and of income during the years of Marshall Aid 
(1948-52) went further than, and the improvement in the balance of payments did not reach, 
the targets set by the four-year plan presented by Italy to the OEEC. Taking appropriate 
account of that experience the Vanoni plan fixed more ambitious income and investment 
targets, at the cost of what it foresaw to be a continuation of the deficit in the balance of 
payments over the entire ten-year period. Actual developments are at the present time once 
more diverging from the blue prints. 
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of Government-controlled enterprises as well as by incentives to 
private investment. 

The decline in the demand for credit (No. 32) has induced 
the banks to add to their voluntary investments in Treasury Notes; 
at the same time the Bank of Italy has reduced the invested 
proportion of the statutory reserves. 

The activation — which is desirable on other accounts — of 
the surplus liquidity built up after September 1957 may entail some 
losses of foreign exchange. Against the risk of such balance of 
payments swings, which are perhaps increased by the conditions of 
limited convertibility applying since the end of 1958, the lira has 
the backing of foreign exchange holding exceeding two billion 
dollars. 

Paoto Barri 
Rome 








Manpower and the Common Market 


1. Of the three freedoms which go to make up the ideal of 
the European Common Market — free movement of goods, capital 
and persons — there is no doubt that the third of these is the 
furthest from having been realized and the one about which there 
is most reserve. 

Since, however, the problems of employment and unemploy- 
ment dominate the whole question of the development of the Italian 
economy, it may be useful to try to clarify the way in which these 
problems are dealt with in the Treaty of Rome by which the 
European Economic Community (EEc) was set up. 

It is essential, however, in the first place to form an idea of 
the quantitative and qualitative aspects of the problem, indepen- 
dently of the provisions of, or obligations under, the Treaty of 
Rome. We must, that is, take as our starting point the present 
size of the labour force in the six countries forming the European 
Community and try to determine future trends in terms of the 
natural development factors as they were before the conclusion of 
that Treaty. 


I - QuaNTITATIVE AsPECTs 
The labour forces 


2. Quantitatively speaking the most important point concerns 
the dimensions of the labour forces as they are at present time and 
as they will be towards the end of the transitional period. Labour 
force is taken to mean the population at work (i.e. employed), or, 
if not, looking for employment (i.e. unemployed). 

The labour forces amounted to over 70 million in 1955, and 
will be over 75 million in 1971; by then, Germany will form almost 
a third of the total, Italy just under 30 per cent, and France slightly 
over 25 per cent. 
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LABOUR FORCES 












































(in millions) 
1955 (a) 1965 (b) 1971 (c) 
No. % No. » 4 No. y 4 
se Ss 6 ws Hes 19.90 27.82 | 21.10 28.31 | 21.90 28.71 
ee ee 3-60 5-03 3-40 4-56 3-42 4-49 
ae a 19.20 26.84 | 19.80 26.56 | 20.60 27.01 
Gomenmy ...... 24.50 34-25 | 25.30 33-94 | 25.00 32-77 
Luxembourg . . .. . 0.14 0.19 0.14 0.19 0.14 0.18 
Netherlands . . .. . 4-20 5-87 4-80 6.44 5-22 6.84 
a 71.54 | 100.00 | 74-54 | 100.00 | 76.28 | 100.00 
Variations 
1955-65 1965-71 | 1955-71 
Bs 4a a sl eRe 1.2 0.80 2.00 
Belgium — 0.2 0.02 — 0.18 
France 0.6 0.80 1.40 
Germany 0.8 — 0.30 — 0.50 
Luxembourg | 0.0 0.00 | 0.00 
Netherlands | 0.6 0.42 1.02 
Total . | 3-0 1.74 | 4:74 
Italy as a sod of the | 
total . . 40.0 % 46.0% | 42.1% 





(a) OEEC, Statistical Bulletin: General Statistics, Nos. 5-6, 1957. (The figure for Italy 
has been estimated by the author). 


(b) European Steet anp Coat Community, Rapport sur le développement des économies 
dans les pays de la Communauté, Luxembourg, 1956. 


(c) Figures estimated on the assumption that the increase from 1965 to 1971 will be 
similar to that of the population of working age. (The latter estimate is taken from an OEEC 
publication: L’évolution démographique en Europe Occidentale, 1951-1971, Paris, 1956) which 
contains figures for the years 1951, 1961 and 1971. 


Of the increase of 4.74 million in the combined labour forces 
from 1955 to 1971, Italy will account for about 2 million, i.e. 42.1 
per cent; the Netherlands 21.5 per cent, and France 296 per cent 
(giving a total of 93.2 per cent). 

An idea of the importance of the labour forces of the six coun- 
tries of the European Community may be given by comparing them 
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with that of the United States of America, which has a population of 
slightly more than the six countries combined — 165 million as 
against 162 for the European Community. But, with a smaller 
total population, the Community has a larger labour force (about 
72 million, as against 69.7 in the usa). Thus, the European Com- 
munity is an economic aggregate with a population and a labour 
potential of the same order as the most powerful economic unit in 
the world at the present time. 


Unemployment 


3. Given these background figures, the first question to be 
tackled is that of the manpower needs of the six countries. In the 
case of Italy, there is no doubt about the existence of a surplus 
in the economically active population throughout the transitional 
period (1) — especially if account is taken of the labour reserve, as 
will be more fully explained in paragraph 7. For the other five 
countries, all of them enjoying full employment, the picture is one 
of a labour shortage which entails recourse to the services of foreign 
workers, coming in the main from Italy, but also from Algeria, 
Spain, Portugal and Greece (2). 

This situation emerges even more clearly from the following 
figures on unemployment which, in the other five countries of the 
European Common Market, is practically only frictional (that is, 
there is no unemployment in the strict sense of the word). 


(1) The Vanoni Plan envisaged the reduction by 1965 of unemployment to a frictional 
level, i.e. to 700,000, and the absorption of a large part of the underemployed. All this was 
on the assumption that net emigration would be on an average 80,000 a year (or 800,000 in 
ten years) which is a very modest estimate if related to the figure of about 200,000 net 
emigrants in 1956 and 1957. The attainment of that objective called for, and still calls for, 
nothing less than an economic mobilization, mass investments and substantial foreign aid. 

(2) For some time there has been sharp competition among the six EEC countries to 
obtain foreign workers for the mines, especially the coal mines, and for the steel industry. 
In order to prevent emigration workers from leaving and to increase their numbers, Germany 
agreed in 1956 to considerable improvements in conditions (a reduction in the working hours, 
closing down on one Saturday every month, attendance premiums, wage increases) which were 
followed soon after by improvements in Belgium, Holland and France. France has met the 
situation by recourse to Algerian workers and by making requests to Spain. It has also drawn 
in Hungarian refugees. (Cf. ESCC, L’emploi dans les industries de la Communauté, Docu- 
ments de travail, 1957). 





ee 
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a ee ee ee eee 1.970 9.8 
es << «+ wt ee 8 ow 110 5.0 
ae < . « w a wm oe cee @ 50 0.4 
Germany ‘i a oe” ha eee ee ee 600 2.5 
a a ee oe a 35 0.9 | 


Source: 1.L.0., International Labour Review - Statistical Supplement and Annuaire des 
statistiques du travail, 1957. 


The case of the Federal Republic of Germany is typical. Having 
put to work millions of refugees from the east, the country is 
rapidly heading for a labour shortage. Unemployment, estimated 
at 10.2 per cent of the labour force in 1950, has gradually fallen 
to 7 per cent in 1954; 5-1 per cent in 1955; 4 per cent in 1956, and 


2.5 per cent in 1957. 


Migration Balance-sheet 


4. To complete the picture as regards the quanti. tive aspects 
of the problem, it may be helpful to set the emigration of Italian 
workers against the immigration of foreign workers into the other 
five countries of the Community. The trouble is, however, that 
the statistics on the actual movements of workers are not of much 
use and not very reliable. As readers are aware, this is perhaps the 
most serious gap in international statistics. Even for Italy, the data 
on migration from and to foreign countries are particularly defect- 
ive. Nevertheless, there are grounds for thinking that, from 1952 
to 1957, total emigration (net of returning migrants) amounted to 
about 200,000 every year. 

The other countries of the Community absorb foreign immi- 
grants to a much smaller extent. Thus, for example, net immigra- 
tion into Belgium amounted, to about 20,000 and into Holland to 
7,500 in 1956 (3). In France, the net immigration of Algerian 


(3) Cf. the ILO, Annuaire des statistiques du travail, 1957, Geneva, 1957. 
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workers alone was about 30,000 in 1955 (reaching a maximum of 
55,000 in 1951) (4). In addition, there is an influx of other foreign 
workers. In 1954, the competent French immigration office put 
the figure at 12,130, which, if 4,068 members of their families are 
added, gives a total of 16,198 persons, which included 8,372 
Italians (5). 

In projecting the increase in its population, Germany has 
assumed an annual net immigration of 100,000 (6). 

In spite of the defects of migration statistics, to which reference 
has already been made (7), there is no doubt that the migration 
from Italy alone could meet the needs of the other five countries 
| for foreign labour, particularly if account is taken of the abundant 
. latent manpower reserves which will be discussed in paragraph 7. 

















Technological Unemployment 






5. If the present position of the labour forces gives grounds 
for the greatest optimism, caution is called for in the preparation 
of forecasts, in view of the serious imponderables, even though they 
are based on prudent hypotheses generally derived from projections 
of data for recent years. It would seem, however, that, in the 
absence of wars, the present expansion will continue under the 
impetus of an unprecedented technological development and of an 
awakening of the underdeveloped countries who are resolved, in 
one way or another, to put an end to their grinding poverty and 
therefore to pursue a policy of economic expansion. 

But let us take a closer look at the process as it may emerge 
within the European Community. Gradual mechanization and 















(4) Cf. Etudes et conjoncture, No. 3, March 1957 (“ Les travailleurs musulmans d’ Algérie 
dans la métropole ”. 

(5) I.N.S.E.E., Annuaire statistique de la France, 1954. 

(6) Cf.: OEEC, L’évolution démographique en Europe occidentale, 1951-71, Paris, 1956. 

(7) Statistical data collected and selected for several countries of Western Europe (United 
Kingdom, France, Belgium, Sweden, Switzerland) for the period 1946-1953 are reproduced 
in the important study of Xavier Lannes on “ La Mobilité Internationale de la Main d’oeuvre 
en Europe Occidentale ”, Revue Internationale du Travail, Geneva, January and February 1956. 

This study also describes the obstacles of all sorts (legislative, administrative, trade 
union and so on) that stood in the way of immigration; obstacles which were accompanied by 
measures (overtime, female staff, vocational training and so on) to use the national manpower 
more fully, and by an increase in productivity, stimulated by the high cost of manpower and 
by the situation of full employment. 















ae 
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automation — in addition to the development of atomic energy for 
peaceful purposes — can undoubtedly free large contingents of 
manpower. Will the larger labour force available as a result of 
technological progress be sufficient to meet the new manpower 
requirements resulting from economic expansion? The question 
is important also because certain tendencies which it is difficult to 
restrain — tendencies due to trade union action, to legislation or 
social forces — are reducing the size of the labour force available 
by shortening working hours; raising the minimum working age; 
and lowering the retiring age. However, the experience of the last 
ten years shows that the manpower freed in this way has not in 
fact been sufficient, either quantitatively or qualitatively, to meet 
the new needs. 

With an expanding economy and rapidly developing technology, 
the United States increased its “employed” labour force from 52.8 
million in 1945 to 60 million in 1950 and 64 million in 1955. This 
gives an average increase of 800,000 a year, and a total increase, 
over the ten years, of 21 per cent against a figure of 18 per cent 
for the whole population (8). 

The same trend is visible in the nations with which we are 
concerned. For, whereas the average annual rate of expansion of 
manpower really employed was 0.82 per cent in the United States 
from 1950 to 1955, it was 0.83 per cent in England, 1.24 per cent 
in Italy, 1.5 per cent in Holland, and as much as 3.1 per cent in 
Germany. Only in Belgium and France (0.67 per cent) was the 
annual rate of increase less (9). 

This means that technological progress and modernization in 
industry (mechanization, electrification, automation, atomic energy) 
have not only, by a further expansion in depth and on the surface, 
absorbed the manpower freed by technological advances and the 
new recruits to the labour market, but have given rise to unmis- 
takable signs of a shortage of hands. The increase in manpower 
has taken place in the main in the tertiary sector which, especially 
in the United States, has undergone a remarkable expansion. 


6. In spite of temporary phases of stagnation or recession, then, 
the western world may be said to be moving towards expansion 





(8) Cf. the volumes of the Statistical Abstract of the United States (US. Department of 
Commerce). 


(9) Data calculated on the basis of figures published by OEEC (General Statistics, cit.). 
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when manpower can be absorbed on an increasingly larger scale. 
In this connection, the implications of modernization and automa- 
tion — which free manpower — are not quite as profound for coun- 
tries like Italy, with mainly medium, small and handicraft indus- 
tries. For them, automation, which is typically associated with large 
firms, cannot be applied except on a modest scale. In addition, the 
relatively low level of wages in Italy constitutes a serious obstacle 
to rapid technological progress. This means that the tendency for 
manpower to be thrown out of employment for technological reasons 
will be much less pronounced in Italy than in the other five coun- 
tries. The Vanoni Plan allowed for a release of 800,000 workers 
under that heading over ten years (80,000 a year); that is, a fifth 
of the total of 4 million workers for whom the plan aimed at 
providing employment. 

If it is assumed that from 1955 to 1965 — beyond which fore- 
casts of this kind cannot be hazarded — the increase in employed 
manpower will be at the same rate in the six countries combined 
as it was in the United States of America (which, as already pointed 
out, has an employed population slightly lower than that of the 
European Economic Community), the rec should have a manpower 
requirement, for that period, of about 8 million, against a natural 
supply (i.e. based on the natural increase of population and on the 
past rate of employment) of about 3 million as we saw at the begin- 
ning. Even if we reduce the estimate of 8 million to six, there 
would still be a gap of 3 million which Italy could easily fill by 
herself. 


Latent Manpower Reserves in Italy 


7. But it must always be remembered that Italy can draw on 
substantial latent or potential manpower resources. These reserves 
do not normally affect the labour market, but they come out into 
the open and weigh on the market at the first sign of attractive 
employment (which, for the southern farmhand, includes even the 
job of the humblest northern unskilled labourer). 

These potential reserves are comprised of: 


a) the underemployed in family farms or businesses — mainly 
the former but also in crafts and trades. 
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This underemployment, expressed in terms of men, can be 
estimated at about 1 million who could be transformed into fully 
employed labour units in a non-agricultural sector without lowering 
the productivity of their sector of origin; 


b) women who, because of non-economic considerations, do 
Not go out to work (especially in southern Italy) but who can easily 
be induced (particularly in family businesses) to replace their hus- 
bands when these have emigrated. 

It has been calculated that, if the percentage of working women 
per hundred employees were to rise from the present figure of 
20.3 per cent to 30 per cent, as many as about 2 million more 
women would become available. (The figure of 30 per cent has 
already been reached or exceeded in a number of countries. For 
Germany, it is 32.5; France 30.0; Yugoslavia 30.8; Denmark 33.9; 
Japan 39.6; Austria 36.8; Turkey 54.2; Czechoslovakia 32.5; Soviet 
Union 45) (10); 

c) the underemployed in the commercial sector — especially 
small shopkeepers — in which tens of thousands of people “ get 
by” cloaking their actual lack of a job by pompously terming 


themselves “ businessmen ”. 


We can therefore count on a total of over 3 million persons 
who alone would be able to satisfy all the demands arising in the 
transitional period, as pointed out at the end of the preceding 
paragraph. This is a large reserve which should always be borne 
in mind. 


Potential benefits and real obstacles 


8. If it were really possible, by means of emigration, to liberate 
the Italian economy, in particular agriculture, from the substantial 
burden of excess hands — which increases costs and bars the way 
to improvements in the standard of living — a better use could be 
found for the ample means (over 5,000,000 million lire) which, 
under the Vanoni Plan, were to be raised in order to find work 
for 4 million people in a ten year period. A considerable part of 
this amount, at least, could be allocated to the furtherance of tech- 
nological and managerial progress and also, above all, to elementary 


(10) Cf. the ILO: Annuaire des statistiques du travail (1956 and 1957). 
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arid vocational training which are among the weakest points in our 
economic and social structure. If this could be achieved, the Euro- 
pean Common Market might constitute a supremely effective ins- 
trument for raising the level of Italian agriculture and indeed of 
the Italian economy. 


9. There are, however, two important obstacles to be overcome 
before this optimistic prospect can come true, even if the maximum 
liberty of movement of manpower were ensured by the Treaty; 
which is not the case. 

In the first place it is open to the five countries of the EEC 
to employ manpower from third countries. In this connection, it 
should be pointed out that the Treaty contains an inherently adverse 
provision in respect of the workers. 

Unlike “ goods ”, the importation of which from third countries 
is protected by a customs barrier, the importation of “ persons ” 
from these countries — in competition with the importation of 
Italian workers — is unhampered by any restriction. Unlimited 
migration is allowed from countries and colonies with a much 
lower standard of living than Italy. A defence against this competi: » 
tion might be obtained by means of a clause which guarantees to 
Italian manpower, and to that of the other five member States, 
the exclusive privilege of benefiting from the freedom of movement 
of workers (which the Treaty provides for at the end of 12-15 years); 
and this freedom should not be extended to workers from third 
countries. But this protection is a modest one and still some way off. 

The other obstacle is the inadequate level of education (both 
general and vocational) of our workers. This brings us to the other 
aspect of the problem, i.e., the qualitative one. 























II - Quauitative AsPECTs 


Education and qualification of Italian manpower 





10. So long as the manpower needed by the other countries 
was for agriculture, mining and, generally speaking, for heavy 
work — as was the case up to the end of last century — our 
emigrants had no difficulty in placing themselves. But the position 
is different now. There has been an impressive development of 
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industry; .agriculture has declined in importance; and it is likely to 
decline still further; the prospects of using sources of power other 
than coal are constantly increasing (with a consequent reduction, 
at least relatively, of mining). The demand for manpower, there- 
fore, in all countries is concentrated on skilled and specialized 
workers with the minimum elementary education needed to pick 
up new technical knowledge in a short space of time. 

Moreover, this trend leads to a reduction in the need for un- 
skilled labour and an increase in that for skilled and specialized 
workers, and for technical and scientific personnel (11). 

Estimates based on a recent Italian survey of the educational 
level of workers in this country (by tsrat) indicated that the total 
of illiterates (about 10 per cent) and semi-illiterates (32 per cent) (12) 
together account for 42 per cent of the great mass of 1,200,000 
unemployed (formerly employed), that is, almost half. Fortunately, 
in the case of youths in search of their first job, the percentage falls 
sharply, and is only about 15 per cent. 

Nevertheless, the estimated percentage is still high among those 
in employment: 35 per cent, of whom 7 per cent are completely 
illiterate and 28 per cent practically illiterate. 

In January 1957, the Ministry of Labour noted that, of the 
unemployed register-d with employment bureau, as many as 47.13 
per cent were either illiterates (8.71 per cent) or semi-illiterates 
(38.12 per cent) (cf. Ministry of Labour, Supplemento Bollettino 
Statistico del Lavoro, series on “ Disoccupazione”, No. 4, May 
1957). 

The lack of adequate education and skill among our manpower 
constitutes a serious objective restriction on the flow of Italian 
emigration. 

To eliminate this bottleneck, Italy must make a tremendous 
effort to develop with all possible speed elementary education and 
vocational training. 

The flood of requests for skilled and specialized workers comes 
not only from abroad but also from inside the country since, in 


(11) The Italian economic census of November 1951 pointed out that of every 100 
manual workers in industry there were 15.4 specialized workers; 40.2 skilled workers; 44.4 
unskilled workers or labourers. 

(12) That is, those who have attended for one or several years the primary school 
without obtaining their elementary certificate. 


7 
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spite of the surplus of hands available, there is, even in Italy, a 
shortage of such labour. Moreover, the very long term school plans 
are not only too little but too late. Pending the implementation of 
these plans, it is essential to set up and operate intensive specialized 
courses in order to give our manpower the minimum preparation. 

It is estimated that, by and large, our country needs, for the 
industrial sector alone, at least 100,000 trained and specialized 
workers (some writers put the figure as high as 150,000) against a 
figure for those being trained at present (in all the numerous types 
of existing schools) of between 12,000 and 15,000 a year. In other 
words, we are covering only, from a tenth to a sixth of our 
needs (13). The number of specialized and trained workers in 
industry amounted to 1,512,511 according to the 1951 census. 

For a discussion of the contribution which the EEc could make 
to vocational training, please turn to paragraphs 15 and 16. 


III - THe Treaty oF RoME AND THE PROBLEMS OF LABOUR 


12. In the preceding paragraphs we have attempted to outline 
the main characteristics, both quantitative and qualitative, of the 
manpower problem, quite independently of the provisions of the 
Treaty setting up the Ec. In the light of these considerations, it 
is easier to attempt a critical evaluation, from the Italian point of 
view, of the implications of the provisions of the Treaty itself with 
the main object of singling out principles by which the concrete 
implementation might be guided in the coming years. 

It should be noted, in this connection, that the present study 
deals exclusively with labour in the narrow sense of the word, and 
therefore does not cover the clauses regarding the exercise of non- 
wage earning economic activities, and hence with the “right of 
establishment ”, i.e. the right to settle in a country for carrying on 
a business. 


(13) This does not include courses of simple vocational training at the appropriate 
centres (about 800) set up by the Ministry of Labour with about 50,000 working posts. 
In financial year 1956-57 the Centres were attended by 116,000 workers of whom 45,000 were 
in the South. That Ministry also holds vocational training courses for unemployed (2,856 
courses in 1956-57 with 11,668 workers. (Information supplied by the Ministry of Labour and 
Social Welfare). 


an 
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The free movement of workers 


13. For the reasons set out above, the problems of most direct 
concern to our economy are the free movement of workers and 
their vocational training. 

Freedom of movement implies (article 48, point 2) the abolition 
of any discrimination on account of nationality in matters of employ- 
ment, wages and other conditions of work (14). Article 49 (sub- 
paragraphs 4 and c) contains a pledge to eliminate, by stages, any 
restrictive provision, even if it is only administrative, giving less 
favorable treatment to immigrants than to workers of the nation 
concerned. 

The snag is that the freedom of movement which is regarded 
as so desirable (Article 48, point 7) is ensured only at the end of 
the transitional period, that is, in 12-15 years. The text gives 
grounds for hoping that the provision will be applied somewhat 
sooner in view of the addition of the words “ at latest”, but there 
need be no illusions on that score, although the possibility is not 
excluded that energetic and resolute action by Italy might reduce 
the waiting period. If we really have to wait till 1970-1973, the 
advantage accruing to Italy from a rapid absorption of its surplus 
population would be completely cancelled. From 1971-75 on, the 
demographers predict (15) that the annual increase in the labour 
force will diminish (sharply in North Italy) so that by then problem, 
which is a burning one at present, will be reduced to very modest 
proportions, 

It follows that Italy’s efforts should be concentrated on achiev- 
ing the application in the near future of the provisions concerning 
the free movement of labour. If these fail, one of the principles 
on which Italy relies for the development of the Common Market 
would be relegated to the limbo of good intentions. 

These affirmations do not disregard the fact that the principle 
of freedom of movement of persons comes up against real obstacles. 
These can, however, be removed if the other five countries of the 
Community which all need manpower were determined to put 
this principle frankly and fully into effect. 


(14) Disregarding the numerous and insidious saving clauses in view of their excep- 
tional nature. 


(15) Cf., for example: SVIMEZ, Popolazione e forze di lavoro, Rome, 1952. 
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Difficulties in placing foreign manpower 


14. Article 49 of the Treaty prescribes that, as soon as it enters 
into force, the Council (at the proposal of the Commission and 
after hearing the views of the Economic and Social Committee) 
should establish “ directives” and draw up “ regulations” for the 
setting up of suitable machinery and bring together the supply of 
and demand for labour “in such a way as to facilitate the achieve- 
ment of a balance... ”. 

It is obvious that the freedom of movement will be largely 
determined by the efficiency of that machinery, which is in fact 
a chain of employment offices. Unfortunately, the experience of 
the last five years and more in oFEc in connection with “ the libera- 
tion of manpower ” can be defined as no less than disastrous. The 
bureaucracy of the countries importing manpower has created such 
a mass of restrictions, escape clauses, special cases, quibbles and 
hair-splitting as to form an impassable wall impeding the free move- 
ment of manpower which it was desired to introduce. If it turns 
out that we have to go through all this hideous process again, the 
much more honest course would be to say straight away that the 
clause on the free movement of workers cannot be applied (16). 

On the contrary, the examples on which we should model our 
policy from the start (and which should be applied at the latest 
during the first four year period) are the existing agreements between 
say, England and Ireland and the Commonwealth countries; or 
between the Scandinavian countries, or the one in force between 
Belgium and the Netherlands, or between Belgium and Luxem- 
bourg; or between Spain and Portugal. 

Yet it must be admitted that the wording of some of the clauses 
of the Treaty does not hold out much hope. The very terms of 
Article 48 (point #7) which makes freedom of movement conditional 
on its “corresponding to effective offers of work” — which is 
technically correct — reminds one of the negative maesures adopted 
by the gEc group referred to above. It would seem essential, in 
any case, to set up a central office under the Exc at an international 


(16) A concrete idea of the obstacles placed in the way of the immigration of foreign 
manpower by the other countries can be obtained from the European legislative measures 
reviewed in the study referred to above of X. Lannes, “ La mobilité internationale de la main 
d’oeuvre en Europe occidentale ”, II. 
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level with branches in each of the six countries. The national place- 
ment offices should regard themselves as under this central office. 

But the most serious obstacle is not the written regulations but 
the concrete opposition of the trade unions of the various countries 
to the immigration of foreign workers (especially Italians), and 
even — with the inclusion in the Treaty of the overseas territories — 
of Algerians and Africans. This opposition is mainly because of 
the fear of a lowering of the working conditions enjoyed by the 
workers who are nationals of the five countries as a result of full 
employment. Even when the trade unions cannot oppose the actual 
immigration, they can discourage even those most anxious to migrate 
by making life extremely difficult for immigrants — by, for example, 
surrounding our communities with an atmosphere of distrust and 
hostility, or by keeping them in isolation. 

In this connection, there should perhaps be a re-examination of 
the desirability of giving the workers’ trade unions a greater role 
in the various bodies, Committees and Commissions which are called 
upon to implement the Treaty. 

We should explain that the above remarks are not intended to 
create the indiscriminate mass emigration which is seized upon as 
a pretext for erecting the stiffest hurdles to the free movement of 
persons. They are meant, on the contrary, to ensure a smooth flow 
of skilled manpower to the extent that there is a real demand for 
it and with all the guarantees needed to avoid the formation of 
pockets of unemployment in the countries asking for the immigrants. 

For the sake of completeness, it should be observed that the 
Treaty provides for restrictions on free movement for reasons of 
public order, security, and health. The considerable scope for an 
elastic interpretation of these grounds cannot but arouse some 
concern. 


The ohernative if freedom of movement of labour cannot be achieved 


If the freedom of movement of the workers cannot be achieved, 
or only to an insufficient degree, the alternative for the Community 
would be to make an equivalent contribution to the expansion of 
our economy by means of new investments, especially in the South. 
Thus, instead of our workers going to the Community’s capital 
resources, (either already invested or to be invested in the economic 
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activities of the other five countries) a flow should be set up in the 
opposite direction carrying new capital from the Community to 
Italy in order to occupy the manpower available on the spot. It 
might be in the interest of the trade unions in these five countries 
if the surplus manpower were employed in the places in which it 
arises. And it is from this point of view that we should consider 
the usefulness of a European Investment Bank (Article 129 et seq.) 
which, as it is recommended in the protocol concerning Italy 
annexed to the Treaty, will be responsible for granting “ adequate 
employment of resources”, i.e., to effect investments in Italy (17). 
Recourse to the “ Social Fund” offers another alternative, but 
a very partial one, since it is confined to the carrying out of indus- 
trial reconversion and does not cover the normal surpluses of labour, 
independently of the effects of the Treaty of Rome. 


Vocational training 


15.. Even-if the workers were assured of the freedom of move- 
ment in the six countries foreseen.in the Treaty, no such movement 
could take place unless the labour complied with the occupational 
qualifications demanded by employers. We have already referred 
to the importance and the urgency of the need to step up the voca- 
tional and general education of our workers and to set up intensive 
courses of specialization. 

The trouble is that the lines along which specialization for 
modern manufacturing industry can be developed are very nume- 
rous. In principle, therefore, the staff available for teaching 
should not be dispersed in too many directions. On the contrary, 
education should be concentrated on the qualifications required in 
the short run by the immigration countries. To that end, these 
countries should themselves supply every year, sufficiently far in 
advance, their probable needs, together with detailed indications of 
the occupational qualifications. 

It may, however, be asked what steps the EEc can take as regards 
vocational training. 


(17) The Bank’s capital amounts to a thousand million dollars. The Bank is empowered 
to grant loans and guarantees up to two anda half times its paid up capital, that is, up 
to 2,500 million dollars, or 1,562,500 million lire. 
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The Treaty does not contain any explicit concrete provisions 
designed to offer an adequate solution of the problem of vocational 
training. That document is confined, to generical affirmations of 
principle (Article 3, subparagraph i and Article 123), or to an appeal 
for “close collaboration in the social field” (Article 118) or, again, 
for a “common policy ” on vocational training (Article 128) without 
suggesting specific rules or concrete measures (18). 


16. This being the situation, it may not be amiss to remind 
readers of a proposal, submitted in December 1957 to the Meeting 
on parliamentary studies, concerning the creation of a European 
Agency for Vocational Training for the setting up of vocational 
training centres in the Community countries, or, more precisely, 
in those which intended to avail themselves of our manpower (i.e. 
Germany, France and Belgium). These Centres should be financed 
by the Community from the European Social Fund (although the 
Treaty does not provide for such an arrangement) (19). 

The creation of Centres for vocational education and for the 
improvement of qualifications for workers from the emigration 
countries (i.e. Italy) should not encounter serious difficulties if it is 
remembered that all of the five countries who may be expected to 
import Italian labour already possess training schools or institutes 
intended to enable labour from the agricultural sector to be trans- 
ferred to industry and to tertiary activities. 


Transfers from agriculture to industry 


From 1955 to 1965, this drift of manpower from the agri- 
cultural sector to other work was estimated — before the European 
Common Market was thought of — at 2,500,000 (or an average of 


(18) Only for “ occupational re-education ” are special measures envisaged (Article 125). 
But these do not have in mind “ preliminary ” vocational “ training”, with a view, that is, 
to facilitating possible future employment in the territory of the Common Market — but of 
a subsequent facilitation, @ posteriori, in favour of the State wich has undertaken the re- 
education of those thrown out of a job. The concession, moreover, is hedged in by a great 
many festrictions. 

(19) Cf. Istrruro p1 Stupt PartamMentart, Convegno di studi per i problemi relativi al 
Trattato istitutivo della Comunita Economica Europea. Il lavoro e la politica sociale (Paper 
prepared by the Study Committee under the chairmanship of Professor Mario PantaLko, 
experts Dr. Grusepre Guisenti, Profess.r Cesare VANNUTELLI, Rome, December 1957). 
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250,000 a year) for the six countries of the Community combined (20). 
From 1965 to 1971, the exodus might reach a maximum of 4 million 
giving an annual average for the whole period from 1955 to 1971 
of 250,000. After the constitution of the Community, this process 
is likely to be accelerated. For, as a result of the smaller degree 
of protection which agriculture will be given against third countries, 
it is forecast (21) that, in view of the reduction in the tariff on 
wheat alone (to the arithmetical mean of the tariffs in force in the 
countries of the Community), there will be an additional exodus 
of manpower from agriculture to non-agricultural work of about 
1,000,000 in the five countries. The reductions in customs duties 
on agricultural imports from other countries and of quotas and of 
the obstacles to the import of such products into the countries of 
the Community will further stimulate the dismantling of agricul- 
ture in these countries and thus entail the marked intensification 
of vocational training and reconversion. 

In conclusion, it may be contended that, in order to solve the 
problem of the specialization of our manpower and facilitate its 
rapid absorption by the EEc countries, we must: 


a) in Italy, take steps, by means of programmes on an 
exceptional scale, not only to extend elementary education and 
vocational preparation (up to the age of 14-15) to all Italian towns 
and villages (Comuni) — by constructing the necessary schools and 
halls — but also to organize, in all regions from which manpower 
emigrates, intensive qualification and specialization courses — for 
adult workers — in basic trades (in schools on the lines of the 
existing schools of this type in Genoa and Naples); 


b) in those countries which import Italian labour, to organ- 
ize intensive courses of further specialization for Italian workers, 
either in existing centres of occupational training (or in new ones 
still to be created ex novo) or in firms, with a view to their acquir- 
ing the specific knowledge of trades to be practised in those 
countries. 


It would be necessary, of course, for there to be a body effecting 
liaison and co-ordination between the arrangements made in Italy, 


(20) Cf. ESCC, Rapport de la Commission, et cetera, cit. 
(21) Cf. P. Saraceno, La politica economica della Comunita Europea e¢ l’agricoltura, 
Rome, 1958. 
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the placement offices of the six countries, and the specialization 
“ Centres ” set up in all, or some, of the five other countries. It is 
felt that common planning in this field is indispensable. 


The modifications of industrial and employment structure 


17. Those drafting the Treaty of Rome, bearing in mind the 
valuable experience obtained from the European Community for 
Coal and Steel, drew up appropriate arrangements to meet the 
adverse effects which competition was expected to entail for the 
workers employed in existing industries. 

It may be prophesied that these consequences will be felt with 
special force in Italy (22) so much so that the special protocol 
concerning Italy annexed to the Treaty — which deals in particular 
with the execution of the Vanoni Plan — recommends that “ in 
order to avoid the emergence of dangerous tensions, with special 
reference to... the level of employment”, recourse be had to an 
“ adequate employment of the resources of the European Investment 
Bank and of the European Social Fund”. This provision, or an 
analogous provision, is not to be found in the protocols regarding 
the five other countries. 


The «social» (23) «economic» and «civil» security of the workers 


18. There is a dual distinction to be made between workers 
who emigrate from Italy (and who will be termed “ migrants ”) 
and those who, though remaining in their country (“non-migrants”), 
will, as a result of the Treaty, experience certain changes in their 
conditions of work (equality of wages between men and women, 
overtime pay and so on) (see below). As will be obvious, the 


(22) Above all, in the case of medium and small scale industries, since the bir 
industries of the six countries, in addition to possessing the means required for a rapid 
increase in productivity by automation and other forms of technical and managerial progress, 
can easily agree (as they seem to be doing already) to avoid competition (large engineering, 
chemical and other such industries) by sharing out the markets, fixing minimum prices, and 
similar measures. 

(23) “ Social security ” generally covers the following risks: (a) sickness; (b) maternity; 
(c) disability and old age; (d) labour accidents and occupational diseases (for the more im- 
portant illnesses, there are a large number of international agreements concluded by che ILO); 
(ce) unemployment; (f) family responsibilities (family allowances). 
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category in which we are primarily interested is that of the migrant 
workers. 


19. The Treaty does not specifically cover the “ social ” security 
of the workers. That document, apart from a modest concession, 
refers to the Commission the implementation of common measures 
— which are not further defined — concerning the social security 
of migrant workers (Article 121). The exception in question is 
contained in Article 51 which lays down that: 


a) all the periods under all national legislations shall be 
taken into account in connection with both the entitlement to, and 
the conservation of, the right to benefits and the amount of such 


benefits; 


b) social benefits shall be paid to those persons resident in 
the territory of member States (24). 


«Economic» security and the free transfer of savings 


20. “Economic” security, in addition to the right to remune- 
ration, overtime, piece work and so on, which, in the EEc countries, 
are adequately guaranteed by labour agreements, whether collective 
or individual, should also cover the free transfer of savings to the 
country of origin of the worker. This complete freedom of rapid 
transfer of funds, without administrative let or hindrance, is not 
only one of the greatest incentives to workers to emigrate but a 
natural right which should never, on any account, be infringed. 

The Treaty of Rome specifies (Article 106 and annex III) that 
wages and salaries can be transferred, and considers them as items 
in the balance of payments (Articles 1¢4 and 109), thus linking the 
transfer to all the exceptions and safeguards — which may be 
numerous and drastic — provided for when ever difficulties arise 


(24) In order to ensure that foreign workers enjoy full rights to social benefits 
(unemployment, sickness, maternity, disability and old age, family allowances), a European 
Convention on the subject was concluded and signed in Rome on g December 1957. It 
provides for a fair distribution of social charges between the country of origin and the 
immigration country. 

Although this is an important step forward towards the reduction of one of the many 
marginal barriers to the free movement of labour, it does not remove any of the basic 
obstacles to the implementation of the principle of freedom to which we have alluded. 








* 
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(“or a serious threat of difficulties”) or a crisis in the balance of 
payments. This restriction deals a grave blow at the worker’s basic 
right to dispose fully and at once, whether at home or abroad, of 
his hard won earnings. 

The transferability of savings should, we feel, be detached from 
the ups and downs of the balance of payments and be the subject 
of further negotiations if necessary under the common measures of 
social security envisaged in Article 121 to which reference was 
made in the preceding paragraph. 

It could be argued — but this might be contested — that these 
transfers come under the rulings of the Treaty governing transfers 
of “current capital ” (Article 67) in respect of which the restrictions 
should be eliminated, at latest, in the first stage (that is, in four-six 
years). Yet even this would constitute an unacceptable delay. 

Nor can we, on the other hand, think of leaving in force for 
any length of time the existing bilateral agreements, not only because 
the agreements themselves cannot be considered satisfactory, but 
because that would be committing a violation of the very spirit of 
the Treaty. In any case, the savings should be protected against 
devaluations (which are no less than an exaction) as in Brazil, 
Argentina and, of late, in France. 


« Civil» security 


23. As regards “civil” security, it should be borne in mind 
that in a united Europe the worker must be assured of a dignified 
existence both for hismself in his family, communal and social life. 

The question of housing takes pride of place in this connec- 
tion. It can no longer be tolerated that our emigrants should be 
left in more or less improvised shelters which lack even the minimum 
prerequisites regarded as the birthright of any self respecting country 
in our time. 


The conditions of work 


24. The Treaty deals specifically with only very few of the 
questions regarding workers who do not emigrate. These questions 
comprise both conditions of work and social provisions. 
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As to the former, only three issues are regulated by the Treaty 
— the equalization of wages for male and female workers, paid 
leave and overtime. The fact that the document does not explicitly 
deal with the numerous other delicate questions constitutes, for Italy, 
an advantage since it leaves the door open for specific agreements. 

The impact on the Italian economy of the planning of wages 
in both directions and of paid holidays is not considerable. 

As regards overtime pay in industry, the Treaty does not contain 
or contemplate any provision, but it forms an integral part of the 
document since the “ Protocol on certain measures regarding France ” 
lays down that at the end of the first phase overtime pay and the 
“ average rate of increase ” for overtime should correspond in member 
countries to those in France (average datum for the year 1956). 
Should it be otherwise, France will apply saving measures (which 
might more appropriately be called retaliation). 

Although the Treaty does not specify the relevant data for 
France, it is believed that they are higher than in Italy. 





Social provisions 





25. As to the social questions affecting non-migrant workers, 
the Treaty does no more than lay down (Article 118) that the Com- 
mission shall promote “close collaboration in the social field” 
among member States, but does not indicate more precisely the 
object of that collaboration. It is only stipulated that it will be 
effected by means of “ studies”, “consultations” and “ opinions ” 
(the latter being given by the Commission after having consulted 
the Economic and Social Committee). The scope of collaboration 
is vast. It is thus defined: employment; right to work; working 
conditions; vocational training and improvement; social security pro- 
tection against occupational accidents and illnesses; labour hygiene; 
trade union rights and collective negotiations between employers and 
workers. 


« Harmonisation » of economic and social policies 





26. In the preceding paragraphs of this third section, we have 
examined at bottom those questions relating to manpower which the 
Treaty explicitly mentions. But other important problems concerning 
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employment, which are not explicitly mentioned and left in the 
shade, should be the subject of regulations whenever there is a need 
to apply the general principles concerning the “ rapprochement ” 
of economic policies (Article 2) and their co-ordination (Article 3, 
subparagraph g), and, above all, the rapprochement of the provi- 
sions, not only legislative but also the regulations and even the 
measures left to the discretion of the Civil Servants applying them 
(Article 3, subparagraph /, and Articles 100 and 102), subject how- 
ever, to these provisions having a direct bearing on the establishment 
and functioning of the Common Market. 

As regards social welfare as such (Section III of the Treaty), 
Heading I (Social measures) refers (Article 117, paragraph I) to a 
principle of “ equalization of progress” with the aim of improving 
the living and working conditions of labour and the “ harmoniza- 
tion of the social systems”. The term “ harmonization of the social 
systems ” might lead one to think that we have to deal only with 
a tendency to bring about the same relative progress in the different 
countries, that is, a parallel increase in these countries and not an 
equalization, in absolute terms, of their working and living con- 
ditions. 


27. The question most directly concerning Italy is that of the 
“ rapprochement ” of wages and working conditions. 

As readers will be aware, Italian wages are lower than those 
of the five other countries. The gap is in general lower for skilled 
and specialized workers and greater for unskilled workers, especially 
if they are women. This inferiority is greater in agriculture and 
handicrafts and smaller in industry. It is less marked in large con- 
cerns and more so in small firms. Lastly, it is more extensive in 
the South than in Northern Italy. 


Why the principle of equal wages and working conditions cannot be 
applied 


28. These differences, like those in respect of social charges 
(whether borne by the employer or not) and of working conditions, 
cannot be regarded as in any way constituting an infringement of 
the principle of fear competition, since they are only the counterpart 
of other, sometimes far more onerous conditions of inferiority 
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— and hence entailing greater costs — whether natural, environ- 
mental, economic, technological, demographic or structural. 

This view is shared by a broad current of scholars in Italy and 
elsewhere (25). The principle of equalization, even if only achieved 
gradually, contains a large dose of injustice, quite apart from the 
way in which it affects Italy. If wages and social security weigh 
less heavily on costs and if working conditions (working day, over- 
time, piece work, paid holidays, non-working days) are less favor- 
able, all this can be, and is, offset by higher costs resulting from 
the smaller availability of natural resources and raw materials; dif- 
ferences of climate; the lower level of general and vocational educa- 
tion; shortage of capital; the higher cost of money and transport; 
the less efficient organization of central and local government; dif- 
ferences of habit and level of living, behaviour and psy-uology (26); 
the predominance of the rural or industrial “type” of society; the 
greater or less sums allocated to scientific research or the study of 
productivity; the different degree of effectiveness of trade union 
action (whether of the workers or the employers); less extensive 
industrial experience; the different degree of economic and social 
evolution; the greater or smaller propensity to save; the different 
rates of births and of the natural increase of population; the less 
rapid adaptation to technical progress; the state of the budget; 
military expenditure; foreign trade and exchange policy; and so on. 

The higher wages paid by the other countries are the conse- 
quence of favorable factors (greater natural resources, greater indus- 


(25) Cf., for example, in “ Le marché commun et ses problémes “ (Revue d’Economie 
Politique, No. 1, 1958) the following studies: Berti Onin, “ Problémes d’harmonisation et de 
coordination des politiques économiques et sociales ” (translated from the English); J. Tinser- 
cen, “ Les distortions et leurs corrections ”; Francois Perroux, “ Les formes de la concurrence 
dans le marché commun ”. 

Cf. also the joint declaration of the member countries other than those in the EEC 
(in Mondo Economico, No. 18, 3 May 1958). 

Cf. also: M. Fanno, Note in margine al Trattato del Mercato Comune Europeo (proofs 
submitted to the Accademia dei Lincei, May 1958); RayMonp BertraNnp, “ Prix, concurrence 
et ’ harmonisation ’ dans le Marché Commun ”, in Moneta e Credito, No. 39, September 1957, 
p- 310. 

(26) In one country it may, for example, be preferable to increase disability and old age 
pensions and in an other to increase unemployment or sickness benefits; a country may prefer 
to the system of getting a bigger wage by working on Saturdays to that of having a day off 
without pay, etc. Thus France’s social policy in favour of large families is not followed in 
Holland. 








Manpower and the Common Market 507 


trial experience, abundance of capital, greater technical progress, a 
higher level of training of the personnel, and so on) which may 
combine with others to raise the level of productivity above ours. 
In a word, these are factors forged in the course of time under the 
influence of complex causes and circumstances of different orders 
— political, historical, social, economic and financial — which can- 
not be materially altered, and all the less done violence to, since 
they constitute the fundaments of the economic structure of the 
nation. These factors must therefore be accepted as factual data 
in the same way, for example, as natural resources. Countries with 
high wages, moreover, have exported more and balanced their pay- 
ments better than low-wage countries (27). 

We cannot, therefore, confine our attention to wages alone or 
to working conditions, detaching them from the rest of the country’s 
economy. The economy must, on the contrary, be considered as a 
whole, with all its constituent factors, both economic and social. 
If we were to “ harmonize” wages and social security, we ought 
simultaneously to harmonize all the other factors which combine to 
make up the cost. Which is impossible and which, in any case, 
would run counter to the very principles of the Treaty of Rome, 
since we would thereby be suppressing any stimulus to competition 
and to the constant improvement of economic and social conditions. 


Prospects as regards wages and unemployment 


29. The above observations do not all mean that we want to 
bar the road to possibilities of economic and social advance. That 
would, moreover, be impossible, since the trend towards freedom of 
transfer for goods, capital and persons envisaged by the Treaty tends 
to set in motion changes in wages and working conditions in the 
direction of adjustments to the higher levels of the other EEc 
countries. This tendency will be reinforced by the need for Italian 
manpower on the part of third countries (such as Switzerland and 


(27) “ The example of Benelux proves that a union can function in spite of considerable 
differences in prices and wages, and without leading to a rapid rapprochement ” (Cf. R. Ber- 
TRAND, OP. cit.). 
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Britain) and by possible joint action by the workers’ trade unions of 
the six countries (28). 

The inevitable increase in wages will undoubtedly provide a 
further incentive to technical progress — and hence to a rise in 
productivity — and to a further attraction of the peasants towards 
industry. But it must be remembered that these tendencies may 
give rise to reactions in the opposite direction in all or some sectors. 
The increase in wages, if not matched by a rise in productivity, 
means an increase in costs and hence a fall in exports. As against 
this, while the great industrial concerns command large financial 
and credit resources to carry out huge investments of capital goods, 
which can increase productivity, or can transfer most of the cost 
to the consumer, medium and small industries — especially in the 
poorest regions — are already feeling the pinch of competition 
from the bigger industries of the six countries and might be forced 
to close down or to reduce their activity, thus throwing more people 
out of work (29). 


Conclusions 


30. From the preceding paragraphs, we may draw the follow- 
ing conclusions : 


1) For the whole of the transitional period, Italy has at her 
disposal an excessive labour force which, quantitatively speaking, 
is capable of meeting all foreseeable manpower requirements of the 
other five countries of the Exc. 

The absorption of the surplus Italian manpower would afford 
the economy of the nation a substantial measure of relief by 
accelerating the pace at which unemployment and underemployment 
could be eliminated on the lines of the Vanoni Plan, or by channell- 
ing a part of the capital set aside for that purpose into more 
profitable uses. 


(28) It is not improbable that the trade unions — which have 15-16 million members 
in the EEC — will ask for a common minimum wage to be fixed for the six countries or 
merely for common minima for social guarantees. The possibility cannot even be ruled out 
that collective labour agreements will be concluded which are valid for all the six countries 
of the Common Market. In that ‘case, Italian workers would undoubtedly derive certain 
benefits. 

(29) Cf. M. Fanno, op. cit. 
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2) From the point of view of the quality of manpower, Italy 
is not in a position to satisfy all the demands of the immigration 
countries, nor does the Treaty contemplate explicit rules on voca- 
tional training. To solve the problem, it would be necessary to 
make a special effort to intensify education in the country, both 
fundamental and occupational, setting up intensive training courses 
and at the same time entering into agreements with the immigra- 
tion countries in order to give Italian workers a chance to specialize 
in these countries themselves in the trades in which there is a real 
demand for labour. 


3) The achievement of these objectives outlined in the two 
subparagraphs above is dependent on the real freedom of movement 
for the workers inside the rec countries. In order to bring about 
this state of affairs, there must be frank and whole-hearted collabora- 
tion on the part of the other countries, and the approach must be 
different from the entirely ineffective one adopted in the past. 
To facilitate this freedom of movement, a European placement 
office should be set up with sections in each of the countries 
concerned, and there should be quotas of skilled workers (fixed 
suitably far in advance) for the various countries and hence transfer- 
able gradually without bureaucratic red tape. 


4) It is indispensable that the principle of freedom of move- 
ment of the workers should be put into effect in the first stage. 
Otherwise, a much of the benefit accruing to Italy through the 
application of that principle would be lost. 


5) Should the full freedom of movement of manpower not 
be achieved, it would be necessary to direct towards Italy, and in 
particular to the depressed areas, substantial investments sufficient 
to provide employment for the surplus manpower. This solution, 
however, represents only a temporary retreat, and must not in any 
way prejudice the acceptance of the fundamental principle of the 
free movement of manpower. 


6) The clauses relating to manpower rendered redundant as 
a result of the changes in industrial structure, flowing from the 
application of the Treaty, repeat the measures issued with the 
analogous object by the gscc but are hedged in by extremely 
restrictive rules which detract from their intrinsic effectiveness. 


7) The social security, as well as economic and civil security, 
of the migrant workers cannot be considered as being sufficiently 
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protected by the Treaty. Supplementary agreements are therefore 
necessary, especially to ensure that the savings of workers employed 
abroad can be freely transferred to their home country and also 
to create, in those foreign centres where they are living, environ- 
mental and social conditions worthy of a civilized country. 


8) The principles of the “ harmonization” and “ rapproche- 
ment” of the economic and social policies and provisions cannot 
and should not — safe in exceptional cases — be applied to wages 
and working conditions. Where they are more favorable to the 
employers, there are generally a host of other unfavorable factors 
— which combine to form the total cost of production in individual 
countries — and which cancel out the advantage of the lower 
cost of labour. 


9) If, on the one hand, there seems no doubt that the entry 
into force of the Treaty must lead, in Italy, to an increase in wages 
and an improvement in conditions of work of the employed 
workers, there are grounds, on the other hand, for fearing that 
there may possibly be an increase in unemployment. 


Rome ALESSANDRO MOLINARI 








Living with an Inelastic Bond Market 


I. 


Many Americans, including some who are unquestionably 
knowledgeable about U.S. capital market (1), were disturbed by 
the recent forecast of a $ 12 billion government deficit in the 
fiscal year 1958-59 on the ground that such an amount could not 
be financed without substantial new government borrowing from 
the banks. In other words, the public might not absorb govern- 
ment paper on anything like the required scale. 

On my side of the Atlantic too, similar anxieties are frequently 
entertained about the absorptive capacity of the London market. 
Speeches in recent years by the Governor of the Bank of England 
have stressed his concern to unload government securities on the 
public (2), and frequently this task has apparently seemed to him 
anything but easy to accomplish. 

If anxieties of this nature are entertained in the U.S. and the 
U.K., with their highly developed security markets, it is not sur- 
prising that they are also entertained elsewhere. It is in fact a 
very prevalent view the world over among officials concerned with 
marketing government securities, that the market for them is 
limited, and moreover on occasions so limited as seriously to impede 
the implementation of monetary policy. 

Such an attitude among practical men tends to come as a 
surprise to academic economists, who are inclined to say: “If you 
cannot sell all the securities you want to, this simply means that 
you are not offering a high enough yield”. It seems inconceivable 
that the public’s demand for securities should have a nearly zero 
elasticity. Yet such is apparently the typical view of the practical 


(1) E. g. Senator Prescott Bush. 


(2) E. g. his speech at Ipswich on October, 11, 1957, reported in the December 1957 
issue of the Journal of the Institute of Bankers. 
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man: he does not just think that the market is limited at the 
prevailing price, he thinks it is limited at any price. Moreover, his 
actions are of a piece with his views; very rarely does one come 
across cases where the authorities deliberately tempt buyers by the 
offer of a higher yield (3). 

Who are right, the academic economists or the practical men? 
I do not claim to be able to supply the answer. All I hope to do 
is to clarify some of the issues at stake. 


Il. 


May I first assign labels to the main dramatis personae? By 
“the Authorities” I shall mean the central bank plus the central 
government and its agencies, taken on a consolidated basis; by “ the 
Banks” I shall mean the commercial banks, plus in Britain the 
discount houses, likewise taken on a consolidated basis; and by 
“the Public” I shall mean everybody else. 

The transactions with which I shall be mainly concerned are 
transactions in marketable securities between the Authorities and 
the Public. The Banks are however interested third parties to such 
transactions, for they cause changes in the Banks’ liquid assets or 
offset changes which would otherwise have occurred. 

Here, then, is the first issue I want to raise: if the market for 
government securities among the Public is inelastic, the Authorities 
may lose control of the liquidity of the Banks. For the Authorities 
have to do a lot of borrowing and lending, and the flow of their 
new borrowing is inevitably subject to large and erratic fluctuations. 
There are fluctuations in the balance between current expenditures 
and tax receipts, fluctuations in capital expenditures, fluctuations in 
the flow of maturities, fluctuations in the movement of international 
reserves, and there is no reason why these fluctuations should cancel 
out. In fact, as we well know, they do not. Thus unless the market 
for government securities among the Public is sufficiently elastic to 
take care of these fluctuations, they will be reflected as fluctuations 
in the amount of cash or other liquid assets held by the Banks. 
Moreover the latter case (where the banks act as residual buyers 


(3) One such case was the Swedish government’s offer of 4 per cent long term bonds 
in 1954. I am indebted to Professor E. Dahmen for bringing this example to my attention. 
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of government paper) is hardly a possibility unless such paper is 
made almost as liquid as cash by a willingness on the part of 
the central bank to act as an automatic lender of last resort. 

It therefore follows, I believe, that if the Public’s demand for 
government securities were in fact highly inelastic, this would 
explain why the Authorities cannot readily discipline the Banks 
by regulating the availability to them of cash or liquid assets. 
Hence the frequent recourse to other devices. In Australia, for 
example, the Authorities make use of Special Accounts (4), in 
England they have recently concocted a scheme for Special 
Deposits (5), and other examples of similar devices abound through- 
out the world. 


III. 


Though it is the market among the Public for government 
securities of all maturities which is relevant to the issue I have just 
raised (i.¢., the disciplining of the Banks), it is for most other 
issues the market for longer maturities (for bonds rather than for 
bills) which is relevant. 

One such issue is the ability of the Authorities to control the 
liquidity not of the Banks but of the Public. Control of the latter’s 
liquidity requires of course the control of the former’s, in that 
an increase in the Banks’ holding of liquid assets will lead to an 
increase in the Public’s holding of bank deposits. But a control 
of the liquidity of the Bank achieved by the government limiting 
the issue of bills to them and to the central bank, but issuing more 
bills to the Public, cannot do more than obviate a secondary 
expansion in the Public’s holding of liquid assets; it clearly will 
not obviate the primary increase. To obviate amy increase in the 
Public’s liquidity the government has to sell to the Public bonds 
instead of bills. 

Thus controlling the Public’s liquidity is more difficult than 
controlling the Banks’ liquidity, in that the latter only requires 
that the market among the Public for either bills or bonds should 
be adequately elastic, whereas the former requires an elastic market 
specifically for bonds. Admittedly most countries do not have an 





(4) See Professor H. W. Arnprt’s article on “ The Special Account Procedure as a Techni- 
que of Central Bank Control”, in the December 1956 issue of this Review. 
(5) See The Banker, August 1958, p. 493- 
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elastic bill market, or even a bill market of any kind, so for them 
an elastic bond market is needed for either objective, but at least 
in the u.s. the habit of holding bills is so widespread that one 
would expect the market to be adequately elastic, though even in 
this case doubts are sometimes expressed as to whether this is 
always so. 

It might here be objected that if the u.s. bill market is 
widespread, the u.s. bond market is even more so, and must there- 
fore be even more certainly elastic than the bill market. But this 
inference neglects the consideration that weighs most heavily with 
those who lack confidence in the market’s elasticity, namely the 
belief than an increase in yield will cause the investor to become 
less optimistic about the possibility of capital gain and more 
pessimistic about the possibility of capital loss. For this consideration 
clearly applies with relatively much less force to bills than to longer 
maturities, since the capital value of a bill is relatively firmly 
anchored to the value at which it will mature after only a few 
months’ or even weeks’ delay. Thus there is on this account a 
greater likelihood of inelasticity in the u.s. bond market than in 
the v.s. bill market. 

What of course the believers in an inelastic bond market have 
still to explain is why they think that investors’ expectations may 
react perversely to an increase in yield. It is far from self-evident 
that a fall in bond prices today should be thought to increase the 
likelihood of a fall tomorrow, and I for one would like to see more 
evidence in support of this proposition before being prepared to 
accept it. 

Another question I would like to put to the believers in an 
inelastic bond market is: “Is it inelastic to purchases as well as to 
sales of bonds by the Authorities? ”. For experience shows (e.g. 
in Britain at the time of Mr. Dalton’s cheap money drive in 1946) 
that the Authorities apparently purchase bonds in a highly elastic 
market: the Public has to be enabled to switch out of bonds into 
liquid assets on an enormous scale to achieve only a modest reduc- 
tion in the yield on bonds. Are we then to infer that the Public’s 
liquidity preference schedule is kinked, being always highly elastic 
at yields below whatever happens to be the ruling yield and highly 
inelastic at higher yields? Or is it a continuous curve but so shaped 
that its elasticity falls off rapidly beyond a certain critical point? 
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IV. 


In formulating my questions in terms of a Keynesian liquidity 
preference schedule, maybe I am begging another question. Are 
the dollars which the Authorities attempt to catch with their bond 
issue sitting birds or birds on the wing? A Keynesian approach 
surely implies that they are sitting birds; that the Public owns a 
stock of dollars and must be tempted to exchange some of them 
for a stock of bonds. If we look at the matter in this way, we shall 
have confidence in the elasticity of the bond market in so far as we 
believe that there are pools of money lying around which can be 
siphoned off by the offer of a high enough yield. One consideration 
which ought perhaps to encourage our confidence in this regard is 
the large size of the total stock of money (currency and bank 
deposits) in the hands of the Public. In the v.s. and the u.x., and 
in most other advanced countries, the money stock is so large in 
relation to the annual c.Nn.p. that one cannot reasonably believe that 
all of it, or even the greater part of it, is actively in use as a means 
of exchange: a very large amount must be held as a store of value. 
But who holds it, and why? Keynes tried to persuade us that some 
of it was held for precautionary purposes and the rest for speculative 
purposes, and that the latter holdings are large and elastic to the 
rate of interest. But what evidence is there that such is the case? 
Clearly very little — so little indeed that several economist friends 
of mine remain highly skeptical. 

One of them, Dr. Ronald Henderson, is a convinced adherent 
of the view that the bond market is mot inelastic, but maintains that 
one cannot do justice to this point of view within the framework of 
a static model in the Keynesian tradition (6). He contends that the 
dollars which the Authorities ought to be trying to capture by the 
offer of an adequate yield are dollars on the wing, that the aim of 
the Authorities must be to divert toward themselves a higher propor- 
tion of the flow of the Public’s current savings. The immediate 
consequence of such a diversion would be to starve financially all 
other transactors relying for their finance on their access to the 
capital market, and thus to force them to operate on a smaller float 


(6) See his review of Professor R. S. Savers, “ Central Banking after Bagehot ” in the 
March 1958 issue of the Economic Journal. 
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of ready cash. The eventual consequence of the diversion of funds 
would of course be to starve the other borrowers into curtailing 
their expenditures, i.e. there would be a reduction in total effective 
demand for goods and services. But this eventual outcome could be 
avoided (if it were thought undesirable) by a timely reversal of 
policy: the Authorities would up to a point compete vigorously for 
a higher proportion of the flow of current savings, but thereafter 
set a more sedate pace. 

All this is in a sense idle speculation, since we just do not 
know the facts. For there is very little relevant information even in 
the u.s. (and even less for the uv.k.) on what funds flow into the 
capital market (7), and on whose initiative, and for what motives, 
so we cannot get very far in estimating how the flow would change 
if bond rates were higher. 


v. 


The next question I want to put is: Does it matter if the 
bond market is inelastic? 

Now in certain respects an inelastic bond market might be 
considered a positive advantage, rather than a disadvantage. For, 
first, it might be thought that if the market for bonds is inelastic, 
this shows that the existing stock of money is firmly held and is 
unlikely to emerge from its hiding place at some highly inconvenient 
moment and start chasing after goods and services. I must confess, 
however, that I do not find this line of argument wholly reassuring. 
I suspect that money and other liquid assets can get into the product 
markets by routes other than the bond market: the fact that pools 
of liquidity cannot be tapped by an attractive bond issue does not 
prove at all conclusively that they will not overflow into the product 
markets, either directly or via the equity market. 

A second line of argument in praise of an inelastic bond market 
is that it facilitates the control of inflation, in that with such a 
market it is easy for the Authorities, by making relatively small 
sales of bonds, to force their price down and their yield up, thereby 
impoverishing the existing holders and making new borrowing more 
expensive. This line of argument is sound enough, with the proviso 


(7) Flow of funds statistics are not so far prepared in sufficient detail to be very useful 
for our purposes. 


—————>.» 
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that you cannot impoverish bondholders unless there are bond- 
holders to impoverish, i.e. this particular deflationary brake will 
have little to grip on unless the Authorities have in the past succeeded 
in placing a considerable volume of bonds with the Public. 

The disadvantage of an inelastic bond market can be described 
in very general terms by saying that it is desirable for the Authorities 
to have some control over the liquidity of the Fublic. Most of us 
would probably agree with a formulation as general as this, but 
disagreement would begin as soon as we tried to be more specific. 
Is it, for instance, appropriate to engineer contra-cyclical fluctuations 
in the Public’s liquidity? Or is it sufficient to ensure that the growth 
in liquidity has a fairly steady trend, more or less in line with the 
secular growth in real G.N.P., in money G.N.P., in total assets, or in 
some other macro-economic stock or flow? And if so, which stock 
or flow is the best guide to the optimum trend growth in liquidity? 
Or can excess liquidity best be detected by looking at market rates 
of interest and market prices of securities — and if so, which rates 
and which prices? Or, finally, does it not matter much how liquidity 
increases, provided that it does not increase astronomically or 
fluctuate violently? I leave these questions unanswered. 


VI. 


Now I come to my last question: Supposing that the bond. 
market is inelastic and that the Authorities judge that there is a 
persistent tendency for the Public to become unduly liquid, what are 
the implications for monetary policy? My advice to the policy- 
makers would be on the following lines: 


(i) Do not despair prematurely when the market responds 
weakly or even perversely to an offer of a higher yield; be prepared 
to take a long view, for the elasticity is likely to be much greater 
in the long run (when the flurry caused by the change in yield has 
subsided) than in the short run. 


(ii) As a corollary to this: do not be diverted from your 
objective by business fluctuations. Give up all idea of contra-cyclical 
national debt management and try to deal with the trade cycle by 
using other (and more practicable) devices. 
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(iii) Use your authority to keep short term rates low, part- 
icularly the rates on time deposits and bills: bribe the Public to 
be illiquid, not to be liquid. Of course you cannot allow too wide 
a gap to persist between short and long rates or you will run into 
difficulties due to the temptation you thereby offer to private bor- 
rowers to borrow short instead of long, but experience suggests 
that you can probably get away with an average gap of about 3 per 
cent per annum between the rates on bills and on perpetual bonds. 
Low short rates may also cause difficulty in encouraging stockpiling 
when you would prefer that it did not occur, so you cannot go in 
for low short rates regardless of circumstances. But the general 
presumption is that short rates should be low and that the burden 
of proof is with anyone who wants to raise them. 


(iv) Do not hesitate to nurse the market. This is what a 
good issuing house should do for its clients, so why should it be 
wrong for the Authorities to follow suit? Such was at any rate 
the view of the British Authorities, for their abandonment of ultra- 
cheap money in early 1947 did not drive them to the extreme 
of the “bills only” doctrine: the Government broker has con- 
stantly been in the market to buy up maturing issues, to under- 
write new ones and to iron out excessive price fluctuations, but 
always when he has gone in he has succeeded in getting out again. 
Such temporary interventions may well be desirable in any case, 
but are almost essential if the bond market is inelastic. 


(v) A possible second best to what I have just described may 
be the issue of bonds on demand through the tap at a published 


price, instead of in predetermined amounts. 


(vi) There are a number of other gimmicks which deserve 
consideration. Bonds with a maturity value indexed to commodity 
prices, such as have frequently been issued in France, are not to 
be ruled out, if investors are frightened of inflation. Nor, if investors 
are deterred by the fear of rising yields in the future, should one 
rule out the possibility of promising an increase in the coupon rate 
if higher yields are offered on future issues. Thirdly, the gimmick 
might be tried of offering bonds for sale forward. And lastly, 
attempts might usefully be made to convert bonds ahead of maturity. 


This last point is rather a hobby horse of mine. It seems to 
me that the formidable technical difficulty in all conversion issues 
is that the holders of the maturing issue and the prospective holders 
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of the new issue are only rarely one and the same. This is because 
the former is someone in need of a liquifying asset, while the latter 
is in need of an asset with a more distant maturity. How much 
easier it would be if the holder in 1958 of a bond maturing in 
1968 were allowed to convert now to a bond maturing several years 
later, for the likelihood is that such a change in maturity would 
well suit his needs; indeed, the conversion offer would probably 
give him quasi-automatically the change in maturity he would 
otherwise have to seek by switching in the market. 


Brian TEw 
Yale University 
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Condensed Statement of Condition, September 30, 1958 


ASSETS 





(Million lire) 





Cash, Balances with Bank of Italy & 
Money at call . % 


Treasury Bills . 

Govt. or Govt.-guaranteed paren 

Other Securities 

Bills discounted 

Advances and Loans 

Contangoes ; 

Due from Sugenien : 

Current accounts with Special rn 

Customers’ liabilities for guarantees, 
Acceptances, etc. 

Miscellaneous accounts . 

Participations 

Premises, Furniture ond Rquigueet 


Total . 


Securities deposited by third parties . 
Special guaranteed accounts 


Staff Retirement Fund & Provident 
Fund: Bank’s securities — as 
guarantee 


280,200.8 
90,232.9 
85,904.2 
11,584.4 

197,060.1 


274,203.1 
12,162.3 


28 343.1 
807.5 


116,804.7 
6,048.8 


1,103,351.9 


318,438.3 
9-4 


19,714-4 


1,441,514.0 


LIABILITIES 


Capital 
Ordinary Reserve Fund 


Staff Retirement Fund & Recsiities 
Fund . 4 


Deposit & Current ome i 
Correspondents 

Foreign currency accounts . « ~ 
Current accounts with Special Sections 
Circular cheques (assegni circolari) . 
Advances taken 

Bills for collection . 

Guarantees, Acceptances, etc. . 
Miscellaneous accounts . 

Unearned discount, etc. 

Profit as per attached account . 


Total . 


Depositors of securities soa 

Blocked accounts ae oe 
accounts . 

Bank’s securities guaranteeing Staff 
Retirement Fund & Provident Fund 


1,150.0 
11,495-0 


19,324-4 
658 ,635.7 
95,426.0 
42,307-1 
6,468.1 
19,821.6 
109.4 
42,154.6 
116,804.7 
84,690.2 
4:176.5 
788.6 


1,103,351.9 


318,438.3 
9-4 
19,714-4 


1,441,514.0 


AUTONOMOUS SECTIONS FOR SPECIAL CREDITS 


SECTION FOR CREDIT TO MEDIUM AND MINOR INDUSTRIES 
Capital, Reserves and Government Guarantee Fund L. 3,370,846,311 


SECTION FOR HOTEL AND TOURIST CREDIT 


Aggregate Capital and Reserves L. 4,606 


979,411 


SECTION FOR CO-OPERATIVE CREDIT 


Capital and Reserves L. 2,768,633,202 - Government Guarantee L. 2,000,000,000 


SECTION FOR MORTGAGE CREDIT 
Aggregate Capital and Reserves L. 2,931,299,120 


SECTION FOR CINEMA CREDIT 
Aggregate Capital and Reserves L. 1,595,981,728 
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ALGHERO 

ANCONA 

Ascott PicENo 
AVELLINO 

Bart 

BENEVENTO 
BERGAMO 

BiELLA 

BoLoGNa 

BoLzaNo 

BrEscia 

Brunico 

CAGLIARI 

CARRARA 

CasTEGGIO 

CasteL San GIOVANNI 
CATANIA 

CATTOLICA 

CHIETI 

CHIOGGIA 
CrvitaNova MarcHE 
CIVITAVECCHIA 
Como 

CorIGLiaANo CALABRO 
CorRTEOLONA 
CosENZA 

CREMONA 

CROTONE 

CuNEO 

Empo.i 

FasriaNo 

Fano 

FERMo 

FERRARA 
FiorENZUOLA D’ARDA 


Representative Offices: 


Branch in Spain: 


BRANCHES IN ITALY 


FrrENZE 
Foccia 
FoLicNo 

Forti 
FRATTAMAGGIORE 
GENOVA 
GENOVA - SAMPIERDARENA 
Gorizia 
GrossETO 
IcLEsIAs 
IMPERIA 

Jest 

LANcIANO 
L’AgquILa 
LATINA CENTRO 
LATINA SCALO 
Lecce 
Livorno 
Lucca 
MACERATA 
MANTOovA 
MERANO 
MEssINA 
MILANo 
MoDENA 
MoNnsuMMANO TERME 
Napott 

Nota 

Nuoro 
OriIsTANO 
Papova 
PALERMO 
PARMA 

Pavia 

PERUGIA 


PEsaRo 

PESCARA 
PIACENZA 

Porto REcANATI 
Porto San G1orcGIo 
Porto Torres 
Prato 

RavENNA 

Reccio CALABRIA 
Reccio EmItia 
RiccioneE Marina 
RIMINI 

Roma 

RosaRNo 

SALERNO 

San BENEDETTO DEL TRONTO 
SAssARI 

SAVONA 

ScHIo 
SENIGALLIA 
SoTTOMARINA DI CHIOGGIA 
STRADELLA 
SULMONA 

TERAMO 

Torino 

TRENTO 

TRIESTE 

UDINE 

Ursino 

VENEZIA 
VENEzIA-MESTRE 
VERCELLI 
VERONA 

VICENZA 
VOGHERA 


DEPENDENCIES ABROAD 


NEW YORK - 1, Wall Street — LONDON E.C. 2 - 54, 
Threadneedle Street — PARIS - 4, Rue de la Paix 
FRANKFURT a.M. - 68, Bockenheimer Landstrasse 
RIO DE JANEIRO - Rua Visconde de Inhatima, 134 
MONTREAL .- T.LE.C., 1425, Mountain Street — CARA- 
CAS - T.1.E.C., Avenida Urdaneta - Edif. Sudameris. 


MADRID - Calle del Principe, 12. 
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